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INSURANCE  COMPETITIVE  PRICING  ACT  OF 

1993 


THURSDAY,  JULY  29,  1993 

House  of  Representatives, 
Committee  on  the  Judiciary, 
Subcommittee  on  Economic  and  Commercial  Law, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  10  a.m.,  in  room 
2141,  Rayburn  House  Office  Building,  Hon.  Jack  Brooks  (chairman 
of  the  subcommittee)  presiding. 

Present:  Representatives  Jack  Brooks,  John  Conyers,  Jr.,  Mike 
Synar,  Dan  Glickman,  Howard  L.  Berman,  Robert  C.  Scott,  David 
Mann,  Melvin  L.  Watt,  Hamilton  Fish,  Jr.,  Elton  Gallegly,  Charles 
T.  Canady,  Bob  Inglis,  Bob  Goodlatte,  and  Carlos  J.  Moorhead. 

Subcommittee  staff  present:  Cynthia  W.  Meadow,  counsel; 
George  P.  Slover,  assistant  counsel;  Perry  Apelbaum,  assistant 
counsel;  Carrie  Bedwell,  assistant  counsel;  Catherine  S.  Cash,  re- 
search assistant;  Suzanne  Young,  secretary;  full  committee  stsiff 
present:  Jonathan  R.  Yarowsky,  general  counsel;  Alan  F.  Coffey, 
Jr.;  minority  chief  counsel;  and  Mary  Margaret  Adams,  intern. 

OPENING  STATEMENT  OF  CHAIRMAN  BROOKS 

Mr.  Brooks.  This  morning  the  subcommittee  will  hear  testimony 
on  the  bill  H.R.  9,  the  Insurance  Competitive  Pricing  Act  of  1993. 

The  insurance  industry's  antitrust  exemption  continues  to 
unleash  passionate  arguments  on  all  sides,  which  the  committee 
has  listened  to  for  three  Congresses.  But  more  important,  we  have 
paid  close  attention  to  the  reasoning  behind  the  arguments. 

The  insurance  industry  touches  every  comer  of  the  American 
economy,  reaches  into  every  pocketbook.  Yet  this  all-important  in- 
dustry has  been  exempt  from  the  antitrust  laws  since  the 
McCarran-Ferguson  Act  of  1945  was  passed.  At  that  time  most  in 
Congress  believed  that  they  had  only  agreed  to  a  short  3-year  mor- 
atorium before  the  antitrust  laws  would  apply  with  full  force.  But 
the  devil  was  in  the  details,  and  the  conference  report  made  a  little 
change  that  went  virtually  unnoticed:  It  transformed  the  3-year 
moratorium  into  a  permanent  exemption. 

While  State  oversight  of  insurance  has  generally  proved  to  be 
useful,  it  has  certainly  not  been  infallible  in  all  lines  of  business. 
For  this  reason,  I  have  always  contended  that  Congress  should 
defer  to  State  regulation  where  it  is  effective  and  accountable.  But 
where  it  is  not,  there  must  be  some  competitive  safety  net  to  safe- 
guard consumers.  This  is  the  crux  of  the  legislation. 

(1) 


As  we  approach  the  21st  century,  blanket  antitrust  exemptions 
can  no  longer  be  justified — if  they  ever  could.  Over  the  past  several 
years,  many  thousands,  if  not  millions,  of  American  consumers 
have  found  themselves  unable  to  buy  affordable  insurance  to  run 
their  businesses,  protect  their  homes  and  automobiles,  and  protect 
their  health.  And  it  seems  that  every  time  there  is  a  major  accident 
or  natural  disaster  large  enough  to  make  the  news,  some  in  the  in- 
surance industry  are  right  there  talking  about  raising  prices. 

For  anyone  who  has  read  H.R.  9,  it  should  be  obvious — at  times, 
painfully  obvious,  to  me — that  the  legislation  is  a  compromise  bill, 
drafted  to  avoid  the  more  radical  changes  strongly  advocated  by 
some.  I  have  been  gratified  in  recent  months  that  in  addition  to 
consumer  groups  and  State  enforcement  officials,  segments  of  the 
insurance  industry  itself  have  begun  to  recognize  that  balanced  re- 
form can  be  achieved  when  proper  care  is  given  to  maintaining  and 
expanding  new  markets  and  acknowledging  that  certain  insurance 
practices  are  necessary  and  even  procompetitive. 

We  all  appreciate  that  the  insurance  industry  provides  invalu- 
able services  to  the  American  public.  But  the  challenges  facing  the 
American  free  enterprise  system  can  no  longer  permit  a  critical  sec- 
tor of  the  economy  to  be  totally  immune  from  both  competitive 
forces  and  effective  regulation. 

My  sense  is  that  new  developments  in  the  economy  and  in  the 
Nation's  leadership  auger  well  for  this  Congress  to  pass  needed 
modification  of  McCarran-Ferguson  so  that  both  we  and  the  indus- 
try can  finally  move  on  to  other  matters.  It  is  high  time. 

[The  bill,  H.R.  9,  follows:] 


3 


103d  congress 
1st  Session 


H.R.9 

To  modify  the  antitrast  exemption  applicable  to  the  business  of  insurance. 


IN  THE  HOUSE  OF  REPRESENTATIVES 

January  5,  1993 

Mr.  Brooks  introduced  the  following  bill;  which  was  referred  to  the 
Committee  on  the  Judiciary 


A  BILL 

To  modify  the  antitrust  exemption  applicable  to  the  business 

of  insurance. 

1  Be  it  enacted  by  the  Senate  and  House  of  Representa- 

2  tives  of  the  United  States  of  America  in  Congress  assembled, 

3  SECTION  1.  SHORT  TITLE. 

4  This  Act  may  be  cited  as  the  "Insurance  Competitive 

5  Pricing  Act  of  1993". 

6  SEC.  2.  AMENDBIENTS. 

7  Section  2  of  the  Act  of  March  9,  1945  (59  Stat.  34; 

8  15  U.S.C.  1012),  commonly  known  as  the  McCarran-Fer- 

9  guson  Act,  is  amended — 

10  (1)  in  subsection  (b) — 


2 

1  (A)  by  striking  ":  Provided,   That  after 

2  June  30,  1948,"  and  inserting  ",  except  that", 

3  (B)    by    inserting    "section    5    of    after 

4  "Clayton  Act,  and", 

5  (C)  by  inserting  "as  such  section  5  relates 

6  to  monopohes,  attempts  to  monopolize,  and  un- 

7  lawful  restraints  of  trade,"  after  "Commission 

8  Act,  as  amended,",  and 

9  (D)  by  striking  "that  such  business"  and 

10  all  that  follows  through  "law."  and  inserting 

1 1  the  following: 

12  "that— 

13  "(1)  such  business  is  not  regulated  by  State 

14  law;  or 

15  "(2)  the  conduct  of  a  person  engaged  in  such 

16  business  involves — 

17  "(A)  price  fixing; 

18  "(B)  allocating  with  a  competitor  a  geo- 

19  graphical  area  in  which,  or  persons  to  whom, 

20  insurance  will  be  offered  for  sale; 

21  "(C)  unlawfully  tying  the  sale  or  purchase 

22  of— 

23  "(i)  one  type  of  insurance  to  the  sale 

24  or  purchase  of  another  type  of  insurance; 

25  or 
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1  "(ii)  any  type  of  insurance  to  the  sale 

2  or  purchase  of  any  other  service  or  prod- 

3  uct;  or 

4  "(D)  monopohzing,  or  attempting  to  mo- 

5  nopolize,   any  part  of  the  business  of  insur- 

6  ance.",  and 

7  (2)  by  adding  at  the  end  the  following: 

8  "(c)  The  conduct  referred  to  in  subsection  (b)(2) 
.  9  shall  not  include  making  a  contract,  or  engaging  in  a  com- 

10  bination  or  conspiracy — 

11  "(1)  to  collect,  compile,  or  disseminate  histori- 

12  cal  loss  data; 

13  "(2)  to  determine  a  loss  development  factor  ap- 

14  plicable  to  historical  loss  data;  or 

15  "(3)  to  perform  actuarial  services  if  such  con- 

16  tract,  combination,  or  conspiracy  does  not  involve  a 

17  restraint  of  trade. 

18  "(d)  During  the  transition  period,  the  conduct  re- 

19  ferred  to  in  subsection  (b)(2)  shall  not  include  making  a 

20  contract,  or  engaging  in  a  combination  or  conspiracy,  to 

21  determine  a  trend  factor. 

22  "(e)  For  purposes  of  this  section — 

23  "(1)  the  term  'historical  loss  data'  means  infor- 

24  mation  respecting  claims  paid,  or  reserves  held  for 
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1  claims  reported,  by  any  person  engaged  in  the  busi- 

2  ness  of  insurance; 

3  "(2)  the  term  'loss  development  factor'  means 

4  an  adjustment  to  be  made  to  reserves  held  for  losses 

5  incurred  for  claims  reported  by  any  person  engaged 

6  in  the  business  of  insurance,   for  the  purpose  of 

7  bringing  such  reserves  to  an  ultimate  paid  basis; 

8  "(3)  the  term  'transition  period'  means — 

9  "(A)  the  4-year  period  beginning  on  the  ef- 

10  fective  date  of  the  Insurance  Competitive  Pric- 

1 1  ing  Act  of  1993,  in  the  case  of  a  person — 

12  "(i)  that  wrote  insurance  having  an 

13  a^regate  amount  of  annual  premiums  less 

14  than  $20,000,000;  and 

15  "(ii)    not   more   than   50   percent   of 

16  which  was  owned  or  controlled  by  another 

17  person  engaged  in  the  business  of  insur- 

18  ance; 

19  in  the  then  most  recently  ended  1-year  period; 

20  or 

21  "(B)  the  2-year  period  beginning  on  such 

22  effective  date,   in  the  case  of  any  person  to 

23  which  subparagraph  (A)  does  not  apply;  and 

24  "(4)  the  term  'trend  factor'  means  an  adjust- 

25  ment  to  be  mside  to  losses  incurred  for  claims  re- 
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1  ported  by  any  person  engaged  in  the  business  of  in- 

2  suranee,  to  reflect  a  change  in  inflation  or  any  other 

3  change  in  the  estimated  loss  costs  incurred  by  per- 

4  sons  engaged  in  the  business  of  insurance.". 

5  SEC.  3.  EFFECTIVE  DATE. 

6  This  Act  shall  take  effect  1  year  after  the  date  of 

7  the  enactment  of  this  Act. 

O 
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Mr.  Brooks.  Mr.  Fish,  do  you  have  an  opening  statement? 

The  gentleman  from  New  York. 

Mr.  Fish.  Thank  you,  Mr.  Chairman. 

At  the  outset  I  want  to  welcome  all  the  witnesses  who  will  ap- 
pear here  today.  I  see  some  familiar  faces  as  well  as  some  new 
faces,  and  I  appreciate  the  assistance  of  everyone  in  these  delibera- 
tions. 

In  particular  I  want  to  welcome  Mrs.  Anne  Bingaman,  the  new 
head  of  the  Antitrust  Division  in  the  Justice  Department.  I  hope 
this  will  be  the  first  of  many  appearances  that  you  will  make  be- 
fore this  subcommittee. 

My  views  on  the  antitrust  protections  contained  in  the 
McCarran-Ferguson  Act  should  be  well  known,  as  they  are  well 
documented.  This  particular  antitrust  exemption  makes  economic 
common  sense  to  me  because  it  reflects  the  marketplace  realities 
that  are  faced  by  the  insurance  industry  and  the  property/casualty 
segment  of  that  industry  in  particular. 

McCarran-Ferguson  allows  insurers  to  safely  share  statistical  in- 
formation without  fear  of  antitrust  liabilities.  The  industrywide 
distribution  of  actuarial  data  and  trending  information  results  in 
the  more  accurate  and  precise  pricing  of  the  various  lines  of  insur- 
ance. Consequently,  prices  are  lower  and  more  accurate  than  they 
otherwise  would  be.  That  does  not  sound  to  me  like  an  anticompeti- 
tive result  or  an  anticonsumer  result. 

I  am  very  concerned  that  the  enactment  of  H.R.  9  will  have  seri- 
ous adverse  economic  consequences.  First,  the  State  action  defense 
under  antitrust  law  will  be  jeopardized. 

Second,  dual  regulation  involving  both  State  governments  and 
Federal  agencies  would  be  established. 

Third,  some  of  the  procompetitive  cooperative  activities  that  I  re- 
ferred to  will  be  called  into  question. 

Fourth,  the  legislative  language  before  us  creates  uncertainty 
and  this  terminology  will  prompt  years  of  litigation. 

Finally,  this  legislation  could  have  an  adverse  effect  on  the  sol- 
vency of  small  and  regional  insurers. 

If  the  language  of  H.R.  9  remains  unchanged,  the  amount  of  ac- 
tuarial data  and  other  information  that  is  now  available  to  these 
companies  would  be  significantly  reduced.  Simply  put,  they  are 
going  to  have  less  information  on  which  to  judge  the  risks  that  they 
insure.  And  how  can  we  expect  these  businesses  to  lower  the  price 
of  the  various  lines  of  insurance  if  they  have  less  information  about 
the  actual  risk  involved? 

In  the  wake  of  the  S&L  crisis,  Mr.  Chairman,  Congress  needs  to 
be  very  careful  and  certain  that  there  is  no  adverse  impact  on  the 
solvency  and  financial  stability  of  insurance  companies. 

I  thank  you,  Mr.  Chairman,  for  recognizing  me.  I  look  forward 
to  the  hearing  and  the  testimony  of  the  witnesses  here  this  morn- 
ing. 

I  know  Mr.  Moorhead  expected  to  be  with  us  this  morning.  I  ask 
unanimous  consent  that  his  statement  be  made  part  of  the  record. 

Mr.  Brooks.  Without  objection. 

[The  prepared  statements  of  Mr.  Moorhead,  Mr.  Synar,  and  Mr. 
Berman  follow:] 


H.R.  9 

STATEMENT  OF  HONORABLE  CARLOS  J.  MOORHEAD 

ECONOMIC  AND  COMMERCIAL  LAW  SUBCOMMITTEE 

JULY  29,  1993 

Thank  you,  Mr.  Chairman. 

At  the  outset,  I  would  note  that  I  have  voted 

AGAINST  THIS  LEGISLATION  ON  A  NUMBER  OF  PREVIOUS 
OCCASIONS.   I  DID  SO,  BECAUSE  I  BELIEVE  THAT  THERE 
ARE  VALID  ECONOMIC  AND  POLICY  REASONS  THAT  JUSTIFY 
THE  ANTITRUST  IMMUNITY  GRANTED  TO  THE  "BUSINESS  OF 
insurance"  BY  THE  McCaRRAN- FERGUSON  ACT. 

The  joint  collection  and  sharing  of  actuarial 
information  enhances  competition  in  this  highly 

COMPETITIVE  INDUSTRY.   ThE  COLLECTIVE  ACTIVITIES 
PROTECTED  BY  McCaRRAN- FERGUSON  PROVIDE  LIABILITY 
INSURERS  WITH  THE  STATISTICAL  INFORMATION  THEY  NEED 
TO  CARRY  ON  THEIR  BUSINESS. 
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This  statistical  information  --  historical  loss 

DATA,  loss  development  AND  TRENDING  INFORMATION  -- 
ENABLES  insurers  OF  ALL  SIZES  AND  TYPES  TO  MORE 

accurately  anticipate  potential  risks  and  claims. 
Small  companies,  in  particular,  are  fearful  that 
their  access  to  this  essential  data  will  be 
jeopardized  if  h.r.  9  is  enacted. 

h.r.  9  would  subject  insurers  to  a  series  of  per 
se  antitrust  violations  that  would  apply  in  addition 
to  any  existing  state  regulation.  further,  the  bill 

ALSO  AUTHORIZES  THE  FEDERAL  TrADE  COMMISSION  TO 
INVESTIGATE  THE  TRADE  PRACTICES  OF  THE  INSURANCE 

INDUSTRY.  This  bill  is  the  beginning  of  dual 
regulation. 

Furthermore,  the  state  action  defense  will  be 
jeopardized.  to  meet  the  "active  state  supervision" 
requirement  of  antitrust  case  law,  approximately 
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half  the  states  would  have  to  change  their  laws. 
Ironically,  this  would  mean  reverting  back  to  less 
flexible  and  more  restrictive  rating  systems. 

a  major  part  of  my  concern  is  that  this 
legislation  means  higher  prices  and  less  choice  for 

CONSUMERS.   It  will  create  confusion  AND  UNCERTAINTY 
IN  THE  INSURANCE  INDUSTRY  AND  AMONG  CONSUMERS.   It 

will  prompt  years  of  litigation.  What  will  happen 
IN  the  meantime?   No  one  really  knows.  But  one 

thing  we  DO  KNOW  FOR  SURE  --  LIABILITY  INSURANCE 
will  not  magically  become  more  available  OR  MORE 
AFFORDABLE  AS  A  RESULT  OF  THE  PASSAGE  OF  H.R.  9.   IN 
fact,  THE  EXACT  OPPOSITE  WILL  LIKELY  OCCUR. 

I  LOOK  FORWARD  TO  THE  TESTIMONY  THIS  MORNING 
BUT,  ONCE  AGAIN,  I  HAVE  TO  SAY  THE  PROPONENTS  OF 
H.R.  9  BEAR  A  VERY  HEAVY  BURDEN  OF  PROOF. 
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OPEMNG  STATEMENT  FOR  CONGRESSMAN  MIKE  SYNAR  (D-OK) 

BEFORE  THE  HOUSE  JUDICIARY  SUBCOMMTITEE 

ON  ECONONHC  AND  COMMERCIAL  LAW  HEARING  ON  H.R.  9 

THE  "INSURANCE  COMPETITIVE  PRICING  ACT  OF  1993" 

July  29,  1993 

This  morning  the  Subcommittee  once  again  examines  the 
antitrust  exemption  currently  enjoyed  by  our  nation's  insurance 
industry.    This  is  the  sixth  consecutive  Congress  that  this 
Subcommittee  has  examined  the  exemption  and  my  position  on  this 
issue  is  well  established. 

From  my  perspective,  there  is  no  rationalization  for  the  favored 
status  of  the  insurance  industry  and  no  argument  I  have  yet  been 
presented  with  which  justifies  the  industry's  broad  antitrust  exemption 
in  its  current  form.    Further,  I  believe  that  the  burden  of  proof  for 
retaining  the  exemption  rests  with  the  industry  and  not  with  the 
supporters  of  change. 

In  general  there  are  three  reasons  for  my  position.    First,  the 
antitrust  laws  have  long  served  a  valuable  role  in  providing  a 
marketplace  discipline  for  many  services  and  they  are  appropriate  for 
the  business  of  insurance.    Second,  the  premise  for  establishment  of 
the  exemption  no  longer  exists  in  today's  economy.    Third,  I  don't 
believe  the  application  of  the  antitrust  laws  to  die  insurance  industry 
will  have  the  dire  effect  predicted  by  industry  analysts. 

Today  we  will  hear  from  a  broad  range  of  viewpoints  on  H.R. 
9.    As  always,  I  will  be  carefully  considering  die  arguments  of  diose 
who  oppose  this  legislation.    The  insurance  industry  has  made 
progress  on  a  number  of  competition  issues  during  the  time  Congress 
has  had  McCarran-Ferguson  reform  under  consideration  and  I  am 
always  vigilant  for  evidence  that  this  trend  continues. 

I  am  looking  forward  to  today's  testimony  and  I  expect  that 
with  your  leadership,  Mr.  Chairman,  we  will  resolve  this  issue  this 
Congress. 
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STATEMENT  OF  HON.  HOWARD  L.  BERMAN 

ON  H.R.  9 

JULY  29,  1993 

Mr.  Chairman:   I  am  delighted  to  join  you  today  in  strong 
support  of  your  efforts  to  pass  H.R.  9. 

This  legislation  is  long  overdue,  and  believe  me,  I  am  not 
unaware  of  the  historical  record  on  this  subject. 

In  1944,  the  U.S.  Supreme  Court  issued  an  opinion  which 
overturned  long-settled  law,  creating  havoc  in  the  insurance 
industry  and  casting  doubt  on  the  authority  of  the  states  to  tax 
the  industry.    This  nation  could  ill  afford  the  resulting 
confusion  at  a  time  when  our  undivided  attention  and  energies 
needed  to  be  directed  toward  the  urgent  task  of  winning  World  War 
II. 

And. so  it  was  that  President  Roosevelt  asked  the  Congress  to 
enact  a  two-year  moratorium  on  the  result  reached  in  the  S. E. 
Underwriters  case.   But  the  antitrust  exemption  in  McCarran- 
Ferguson  —  as  interpreted  by  the  insurance  industry,  I  might  add 
—  is  what  Congress  produced,  and  Americans  have  been  living  with 
the  consequences  ever  since. 

Collusive  price-fixing,  product  tying  we  know  the  litany 

of  abuses,  and  I  presume  that  fresh  evidence  will  be  presented 
today  of  anticompetitive. conduct  which  we  would  not  tolerate  in 
any  other  industry. 

I  am  particularly  taken  with  the  saga  of  Rick  Nelson:   his 
efforts  to  bring  down  the  cost  of  insurance  for  consumers,  and 
the  price  he  has  paid  for  those  efforts.   I  am  happy  to  see  that 
Mr.  Nelson  is  with  us  again  today  because  the  story  he  has  to 
tell  is  an  instructive  one. 

I  have  a  story  of  my  own  to  tell  as  well.    Consistency  is 
not  the  hobgoblin  of  the  collective  consciousness  of  this 
industry.   When  the  19th  century  Supreme  Court  in  the  Paul 
decision  held  that  an  insurance  contract  is  not  an  instrument  of 
commerce,  relegating  the  regulation  of  the  industry  to  the 
states,  the  industry  embarked  on  an  effort  to  seek  federal 
regulation  in  order  to  avoid  a  multiplicity  of  regulatory 
schemes.   But  slowly  the  industry  realized  that  their  advantage 
lay  precisely  in  that  multiplicity  because  it  meant  no  effective 
regulation  at  all.   Leave  it  to  the  states,  they  now  say. 

But  on  the  other  hand,  on  a  related  issue  dear  to  my  heart, 
the  industry  strongly  supports  the  action  of  the  Supreme  Court  in 
the  Pilot  Life  case  stripping  the  states  of  the  authority  to 
provide  remedies  to  Americans  whose  insurance  claims  have  been 
unfairly  denied.   Yet  they  just  as  strenuously  oppose  my  efforts 
to  enact  an  effective  federal  remedy. 
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Are  we  wrong  to  conclude  that  this  is  an  industry  that 
simply  opposes  effective  remedies  and  regulation,  whether  at  the 
state  or  federal  level?   I  don't  think  so. 

Six  years  ago,  a  prominent  industry  lobbyist  said  of  our 
former  chairman's  support  for  HcCarran  Ferguson  reform,  "Rodino 
is  getting  old.   He's  not  feeling  well,  and  he  doesn't  have  the 
stomach  for  the  kind  of  knock-down,  drag-em-out  fight..."  that 
taking  on  McCarran  Ferguson  would  require. 

Putting  aside  the  inaccuracy  and  venality  of  that  comment, 
Mr.  Chairman,  I  think  you  do  quite  well  in  the  intestinal 
fortitude  department,  and  I  am  happy  to  join  you  here  today  in 
your  efforts  to  enact  H.R.  9. 
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Mr.  Brooks.  This  morning  I  am  asking  the  witnesses  to  appear 
at  the  witness  table  in  panels  to  testify  on  H.R.  9,  the  Insurance 
Competitive  Pricing  Act  of  1993.  To  save  a  little  time,  I  would  re- 
quest that  all  the  witnesses  summarize  their  statements  in  5  min- 
utes, if  they  can,  and  after  the  witnesses  have  completed  their 
statements  the  subcommittee  will  address  questions  to  all  of  the 
panel.  All  the  prepared  statements  will  be  made  a  part  of  the 
record,  every  pristine  word.  We  are  not  going  to  chip  it  in  stone. 
We  are  going  to  reproduce  it,  though,  in  type. 

Without  objection,  the  hearing  record  will  remain  open  to  receive 
written  testimony  from  persons  who  have  requested  their  state- 
ments be  made  a  part  of  the  printed  record. 

Our  first  witness  is  Anne  K.  Bingaman,  Assistant  Attorney  (Gen- 
eral, Antitrust  Division.  I  am  pleased  to  be  able  to  tell  everyone 
here,  she  is  real.  She  is  just  what  the  doctor  ordered  for  the  Anti- 
trust Division,  and  not  a  moment  too  soon.  She  is  a  tried  and  test- 
ed litigator  who  knows  antitrust  law,  is  well-versed  in  the  theoreti- 
cal debates  of  antitrust,  but  has  the  good  sense  to  move  beyond 
theory  to  the  practical  necessity  of  making  this  country  more  com- 
petitive. 

She  is  from  the  best  frontier  stock,  homesteaders  in  Oklahoma, 
and  with  the  rest  of  those  Okies,  she  moved  west  to  New  Mexico 
to  start  a  solo  practice  in  antitrust  and  other  areas  of  the  law,  suc- 
cessfully taking  on  the  nuclear  dumping  industry,  among  others. 
She  has  seen  the  courtroom  from  both  the  plaintiffs'  table  and  from 
the  defendants'.  She  is  now  in  the  process  of  revitalizing  morale 
and  vigor  throughout  the  Antitrust  Division. 

It  is  a  pleasure  to  welcome  you  before  the  subcommittee.  Pro- 
ceed, Madam  Secretary. 

STATEMENT  OF  HON.  ANNE  K.  BINGAMAN,  ASSISTANT 
ATTORNEY  GENERAL,  ANTITRUST  DIVISION,  DEPARTMENT 
OF  JUSTICE 

Ms.  Bingaman.  Mr.  Chairman,  I  am  deeply  grateful  for  your  gen- 
erous words.  They  mean  very  much  to  me  personally,  and  I  thank 
you. 

Let  me  say  how  pleased  I  am  to  be  here  today  on  behalf  of  the 
Department  of  Justice  to  present  the  views  of  the  Department  on 
proposals  to  amend  the  McCarran-Ferguson  Act  so  as  to  narrow 
the  scope  of  the  antitrust  immunity  it  now  affords  to  the  business 
of  insurance. 

The  Department  of  Justice  believes  the  time  has  come  to  act  on 
such  legislation,  and  the  Department  supports  the  objectives  of  the 
subcommittee  in  this  regard. 

Mr.  Chairman,  my  written  statement  is  in  the  record,  and  I  will 
avoid  a  lengthy  recitation  of  the  statement.  Let  me  just  summarize 
briefly,  as  the  chairman  requested,  the  views  of  the  Department. 

We  do  not  express  a  view  today  on  H.R.  9  itself,  or  specific  provi- 
sions of  it.  As  the  chairman  knows,  I  have  been  in  office  a  month, 
and  I  have  not  had  the  time,  frankly,  to  delve  into  every  single  pro- 
vision of  H.R.  9  and  the  background  of  it.  We  are,  however,  as  a 
Division,  and  I,  personally,  am  aware  of  the  broad  exemption  af- 
forded the  business  of  insurance  and  what  an  anomalous  situation 
that  is  in  American  business  today. 
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Most  businesses  in  this  country  are  subjected  to  the  rigors  of 
competition.  Those  rigors  are  tough,  they  are  demanding,  and  they 
are  very  difficult.  But  we  committed  this  Nation  on  a  course  100 
years  ago  to  make  competition  the  watchword  of  this  country  and 
to  have  our  businesses  live  up  to  it,  so  as  to  deliver  the  benefits 
of  competition  to  our  consumers  in  the  form  of  lower  prices,  im- 
proved products,  and  greater  availability  of  products. 

And,  Mr.  Chairman,  it  seems  to  us  that  those  very  fundamental 
principles,  almost  a  Magna  Carta,  if  you  want  to  call  it  that,  of 
American  economic  life,  should  apply  to  the  business  of  insurance 
as  well. 

Mr.  Chairman,  let  me  make  it  clear,  however,  that  the  Depart- 
ment does  not  here  propose  absolute  repeal  across  the  board  of 
McCarran-Ferguson.  What  we  propose  is  that  the  exemptions  in 
McCarran-Ferguson  be  narrowed,  be  limited,  and  that  carefully 
crafted  and  more  tailored  safe  harbors  be  given  where  the  commit- 
tee finds  those  are  appropriate  to  certain  joint  activities  that  may 
be  unique  to  the  insurance  industry.  We  propose  that  the  broad  ex- 
emption now  afforded  by  McCarran-Ferguson  be  limited  and  the 
safe  harbors  specifically  delineated. 

Mr.  Chairman,  the  general  position  we  are  taking  here  for  reform 
of  McCarran-Ferguson  and  limiting  the  exemption  to  carefully 
crafted  safe  harbors  is  not  a  radical  posture.  It  was  supported  as 
long  ago  as  1979  by  the  National  Commission  Report  on  Antitrust 
Laws  and  Procedures  that  one  of  my  predecessors,  Mr.  John 
Shenefield,  chaired  and  authored.  And  there  is  a  very  distinguished 
and  succinct  report  in  20  pages  or  so  from  1979,  14  years  ago,  that 
goes  through  many  of  the  issues  and  finds  many  of  the  same  things 
the  committee,  I  think,  might  find  upon  further  consideration. 

The  ABA  commission  to  improve  the  liability  insurance  system, 
in  1989,  just  4  years  ago,  also  came  out  with  a  strong  recommenda- 
tion after  a  study  of  limiting  the  McCarran-Ferguson  exemption. 
Neither  of  these  groups  has  been  for  outright  repeal.  Both  have 
been  for  crafting  a  more  narrowly  limited  exemption. 

I  might  also  mention  to  the  chairman,  as  I  am  sure  you  are 
aware,  that  another  of  my  predecessors,  Mr.  Rick  Rule,  testified  in 
1987,  and  walked  right  up  to  the  line  of  recommending  reform  of 
McCarran-Ferguson. 

So,  Mr.  Chairman,  the  position  the  Department  advocates  today 
is  mainstream  antitrust  competition  policy.  We  are  for  thoughtful, 
careful  reform. 

We  commend  the  chairman  for  his  long  years  of  work  on  this 
issue.  And  we  look  forward  to  working  with  this  committee  and 
with  the  Congress  to  come  up  with  legislation  that  will  naeet  the 
legitimate  needs  of  the  industry  but  will  inject  competition  into  the 
insurance  business  in  this  country. 

Mr.  Brooks.  Thank  you  very  much. 

[The  prepared  statement  of  Ms.  Bingaman  follows:] 
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Prepared  Statement  of  Hon.  Anne  K.  Bingaman,  Assistant  Attorney  General, 
Antitrust  Division,  Department  of  Justice 

Mr.  Chairman  and  Members  of  the  Subcommittee: 
I  am  pleased  to  be  here  today  to  present  the  views  of  the 
Department  of  Justice  on  proposals  to  amend  the 
McCarran-Ferguson  Act  so  as  to  narrow  the  scope  of  the 
antitrust  immunity  that  it  affords  to  the  business  of 
insurance.   The  Department  believes  that  the  time  has  come  to 
act  on  such  legislation,  and  supports  the  objectives  of  the 
Subcommittee  in  this  regard. 

Prior  to  1944,  regulation  of  the  business  of  insurance  was 
seen  as  the  exclusive  province  of  the  states.   In  that  year, 
the  Supreme  Court  held  in  United  States  v.  South-Eastern 
Underwriters  Association  1/  that  the  insurance  business  was 
within  the  regulatory  power  of  Congress  under  the  Commerce 
Clause  and  thus  was  subject  to  the  antitrust  laws.   This 
decision  was  perceived  to  threaten  state  authority  to  regulate 
and  tax  the  business  of  insurance.   The  McCarran-Ferguson  Act 
was  designed  to  return  the  legal  climate  to  that  which  existed 
prior  to  South-Eastern  Underwriters  by  specifically  delegating 
to  the  states  the  authority  to  continue  to  regulate  and  tax  the 
business  of  insurance.   It  also  created  a  broad  antitrust 
exemption  based  on  state  regulation.   This  antitrust  exemption 
applies  where  three  basic  requirements  are  met:   (1)  the 


1/    322  U.S.  533 
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challenged  activity  must  be  part  of  the  "business  of 
insurance";  (2)  that  business  must  be  regulated  by  state  law; 
and  (3)  the  activity  must  not  constitute  boycott,  coercion,  or 
intimidation. 

Repeal  or  reform  of  the  broad  antitrust  exemption  currently 
enjoyed  by  the  business  of  insurance  has  been  a  perenniel 
subject  of  interest.   In  1977,  a  Justice  Department  study 
concluded  that  the  insurance  industry  could  function 
competitively  without  the  protection  of  the  McCarran-Ferguson 
Act.   The  National  Commission  for  the  Review  of  Antitrust  Laws 
and  Procedures  recommended  in  1979  that  the  broad  exemption  in 
the  Act  be  replaced  by  narrowly  drawn  legislation  adopted  to 
affirm  the  lawfulness  of  a  limited  number  of  collective 
activities  under  the  antitrust  laws.   The  1989  report  of  the 
American  Bar  Association  Commission  to  Improve  the  Liability 
Insurance  System  contained  a  generally  similar  recommendation. 
This  Subcommittee  and  other  bodies  of  Congress  have  held 
several  hearings  on  the  McCarran-Ferguson  exemption  over  the 
years,  and  during  the  last  session  the  full  Committee  reported 
favorably  legislation  that  would  replace  the  current  exemption 
with  a  narrower  one  affording  continued  protection  to  certain 
procompetitive  activities.   The  pros  and  cons,  as  well  as  the 
particulars,  of  legislative  reform  of  the  McCarran-Ferguson 
antitrust  exemption  have  thus  been  thoroughly  and  carefully 
debated.   The  Department  believes  that  the  time  has  come  to 
enact  such  legislation. 
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The  Department  is  generally  opposed  to  exemptions  from  the 
antitrust  laws,  whether  they  be  industry-specific  or  general, 
in  the  absence  of  a  strong  showing  of  compelling  need.   The 
antitrust  laws  protect  and  promote  the  nation's  fundamental 
national  policy  of  competition.   Exceptions  from  that  policy 
should  be  and  fortunately  are  relatively  rare.   Those  who 
advocate  the  creation  of  a  new  antitrust  exemption,  or  the 
preservation  of  a  longstanding  exemption  such  as  that  contained 
in  the  McCarran-Ferguson  Act,  rightfully  bear  a  heavy  burden  in 
justifying  the  exemption. 

In  considering  any  alleged  need  for  an  antitrust  exemption, 
the  flexible  nature  of  the  antitrust  laws  as  interpreted  in 
such  recent  cases  as  General  Dynamics.  2/  CTF  gylvgnig,  1/ 
Broadcast  Music,  4/  and  Northwest  Wholesale  Stationers,  1/   must 
be  recognized.   Allegations  that  particular  procompetitive 
behavior  would  violate  the  antitrust  laws  and  thus  should  be 
exempted  from  their  application  can  fail  to  take  account  of  the 


2/   United  States  v.  General  Dynamics  Corp.,  415  U.S.  486 
(1974) . 

2/   Continental  T.V.,  Inc.  v.  GTE  Sylvania,  Inc.,  433  U.S.  36 
(1977)  . 

4/   Broadcast  Music,  Inc.  v.  Columbia  Broadcasting  Sys . ,  Inc., 
441  U.S.  1  (1979) . 

^/   Northwest  Wholesale  Stationers,  Inc.  v.  Pacific  Stationary 
and  Printing  Co.,  472  U.S.  284  (1985). 
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economically  sound  competitive  analysis  that  is  used  today  to 
carefully  circumscribe  per  se  rules  and  fully  analyze  other 
conduct  under  the  rule  of  reason.   Congress  has  occasionally 
recognized  a  need  for  clarification  of  a  proper  antitrust 
standard  or  adjustment  of  antitrust  remedies,  as  it  did  earlier 
this  year  in  passing  the  National  Cooperative  Production 
Amendments  of  1993,  but  the  flexibility  of  the  antitrust  laws 
and  their  crucial  importance  to  the  economy  argue  strongly 
against  antitrust  exemptions  that  are  not  clearly  and 
convincingly  justified. 

There  are  strong  indications  that  possible  justifications 
for  the  broad  insurance  antitrust  exemption  in  the 
McCarran-Ferguson  Act  when  it  was  enacted  in  1945  are  no  longer 
valid  today.   To  the  extent  that  the  exemption  was  designed  to 
enable  the  states  to  continue  to  regulate  the  business  of 
insurance,  it  is  no  longer  necessary.   The  "state  action" 
defense,  which  had  been  announced  by  the  Supreme  Court  in 
Parker  v.  Brown  ^/  in  1943  but  was  undeveloped  in  1945  when  the 
McCarran-Ferguson  Act  was  enacted,  has  now  been  the  subject  of 
many  Supreme  Court  opinions.   This  defense  allows  a  state 
effectively  to  immunize  what  the  antitrust  laws  otherwise  may 
proscribe  by  clearly  articulating  and  affirmatively  expressing 


£./    317  U.S.  341. 
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a  policy  to  displace  competition  and  by  actively  supervising 
any  private  conduct  that  might  be  involved. 

Moreover,  the  application  of  the  antitrust  laws  to 
potentially  procompetitive  collective  activity  has  become  far 
more  sophisticated  during  the  nearly  50  years  since  the 
McCarran-Ferguson  Act  was  enacted.   Some  forms  of  joint 
activity  that  might  have  been  prohibited  under  earlier,  more 
restrictive  doctrines  are  now  clearly  permissible,  or  at  very 
least  analyzed  under  a  rule  of  reason  that  takes  appropriate 
account  of  the  circumstances  and  efficient  operation  of  a 
particular  industry.   Thus,  there  is  far  less  reason  for 
concern  that  overly  restrictive  antitrust  rulings  would  impair 
the  insurance  industry's  efficiency.   And,  as  I  will  discuss  in 
more  detail  in  a  moment,  to  the  extent  that  a  case  can  be  made 
that  uncertainty  as  to  the  application  of  the  antitrust  laws 
may  deter  particular  procompetitive  activity  even  if,  in  the 
long  run,  such  conduct  would  be  vindicated,  legislation  could 
be  enacted  that  would  afford  continued  protection  to  carefully 
defined  conduct  that  is  considered  necessary  or  appropriate  to 
the  operation  of  the  insurance  industry. 

Against  what  I  believe  to  be  less  than  convincing 
justifications  for  continuance  of  the  current  broad  antitrust 
exemption  for  the  business  of  insurance  are  some  significant 
potential  benefits  from  legislation  that  would  narrow  it. 
First,  reform  of  this  exemption  is  consistent  with  the  normal 
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presumption  that  an  industry  functions  more  efficiently  and  in 
the  interests  of  consumers  without  antitrust  exemptions  that 
permit  potentially  anticompetitive  conduct.   State  regulation 
of  collective  insurer  conduct  that  affects  rates  or  terms  of 
coverage  is  simply  not  a  good  substitute  for  the  disciplines  of 
a  competitive  marketplace.   This  may  be  particularly  true  where 
states  are  forced  to  devote  more  of  their  limited  regulatory 
resources  to  guarding  against  discrimination  or  protecting 
solvency  than  to  ensuring  competitively  priced  options  for 
consumers.   Second,  some  regulatory  goals,  such  as  guarding 
against  discrimination  or  protecting  solvency,  appear  to  be 
obtainable  without  the  broad  antitrust  exemption  that  is 
currently  in  place.   If  convincing  arguments  are  made  that  a 
particular  regulatory  goal  cannot  be  furthered  without 
collective  conduct  that  is  or  might  be  considered  unlawful 
under  the  antitrust  laws,  such  conduct  could  be  protected  by  a 
special  exception  in  legislation  that  narrowed  the  current 
broad  exemption. 

The  matter  of  antitrust  uncertainty  that  I  discussed  above 
and  possible  arguments  regarding  the  need  for  certain 
collective  conduct  to  promote  state  regulatory  goals  go  more,  I 
believe,  to  the  form  and  precise  content  of  legislation  to 
reform  the  current  antitrust  exemption  for  the  business  of 
insurance  than  to  its  overall  desirability.   I  see  no  reason 
why  these  concerns  could  not  be  accommodated  by  the  legislative 
process. 
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It  may  be  argued  that  the  development  of  antitrust  law 
takes  time  and  occasionally  may  take  a  wrong  turn.   Uncertainty 
as  to  how  collective  insurer  conduct  will  fare  under  the 
antitrust  laws  is  thus  argued  potentially  to  inhibit 
procompetitive  activities.   I  give  some  credence  to  this 
argument,  but  believe  that  legislation  that  contains  carefully 
drawn  safe  harbors  would  be  an  adequate  and  appropriate 
response.   I  would,  however,  caution  against  accepting  the 
uncertainty  argument  too  willingly  and  safe  harboring 
activities  that  may  be  anticompetitive,  at  least  in  some 
contexts.   First,  the  courts  are  in  my  view  capable  of  making 
and  likely  to  make  the  right  decisions  regarding  any  conduct  in 
the  business  of  insurance  that  is  subjected  to  antitrust 
challenge.   Second,  the  current  antitrust  exemption  in  the 
McCarran-Ferguson  Act  has  proven  to  be  highly  resistant  to 
change,  and  I  suspect  that  the  decisions  Congress  makes  on  what 
will  continue  to  be  protected  by  the  Act  will  be  in  effect  for 
a  long  time.   Thus,  I  believe  that  there  should  be  a  high 
degree  of  confidence  in  the  worthiness  of  any  specific 
antitrust  protection  that  Congress  decides  to  continue.   And, 
with  respect  to  promoting  state  regulatory  goals,  we  should 
recognize  that  those  goals  may  vary  from  state  to  state  and  can 
also  be  promoted  through  the  exercise  of  state  action  to  exempt 
particular  conduct  from  antitrust  scrutiny. 
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In  sum,  the  Department  supports  replacement  of  the  current 
broad  exemption  for  the  business  of  insurance  with  more 
carefully  crafted  protection  for  activities  that  are 
demonstrably  potentially  procompetitive  and 

efficiency-enhancing.   Such  legislation  must,  of  course,  be 
consistent  with  the  Administration's  forthcoming  health  care 
reform  proposal.   We  believe  that  McCarran-Ferguson  reform 
legislation  can  accommodate  the  interests  of  those  who  support 
such  reform — including  the  Department  —  as  well  as  those  who 
have  expressed  concern  that  reform  would  have  to  permit 
insurance  companies  large  and  small  to  engage  in  activities 
that  would  both  benefit  consumers  and  allow  the  industry  to 
prosper . 

Mr.  Chairman,  this  concludes  my  prepared  statement.   I 
would  be  happy  to  address  any  questions  that  you  or  the  other 
members  of  the  Subcommittee  may  have. 
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Mr.  Brooks.  The  second  witness  is  Mr.  Laurel  A.  Price,  deputy 
attorney  general  for  the  State  of  New  Jersey.  He  is  here  to  rep- 
resent the  National  Association  of  Attorneys  Greneral.  He  chaired 
its  Multistate  Task  Force  on  Antitrust  and  argued  for  the  States 
before  the  Supreme  Court  in  the  Hartford  case. 

Mr.  Price. 

STATEMENT  OF  HON.  LAUREL  A.  PRICE,  DEPUTY  ATTORNEY 
GENERAL,  NEW  JERSEY  DIVISION  OF  CRIMINAL  JUSTICE, 
AND  CHAIR,  MULTISTATE  ANTITRUST  TASK  FORCE, 
NATIONAL  ASSOCIATION  OF  ATTORNEYS  GENERAL 

Mr.  Price.  Thank  you,  Mr.  Chairman,  members  of  the  commit- 
tee. I  would  like  to  thank  you  particularly  for  the  opportunity  to 
address  the  need  for  the  rational  application  of  the  antitrust  laws 
to  the  insurance  industry. 

I  am  the  most  recent  in  a  long  line  of  witnesses  on  behalf  of  the 
National  Association  of  Attorneys  General,  both  attorneys  general 
and  staff,  who  have  come  before  this  committee  to  urge  the  out- 
right repeal  of  the  McCarran-Ferguson  Act. 

We  £dso  recognize  that  anything  which  narrows  the  scope  of  the 
exemption  currently  enjoyed  by  the  industry  is  beneficial  to  con- 
sumers. We,  therefore,  also  encourage  the  committee  to  consider  fa- 
vorably measures  like  H.R.  9,  which  would  narrow  and  rationalize 
the  application  of  the  antitrust  laws  to  an  industry  which  has  en- 
joyed too  long  a  range  of  unbridled  and  effectively  undisciplined 
commercial  behavior.  The  insurance  industry  is  motivated  pri- 
marily by  its  own  perceptions  of  its  needs  rather  than  any  percep- 
tion of  significant  dedication  to  the  needs  of  either  the  consumers 
or  the  greater  public  at  large. 

There  are  two  things  I  would  like  to  point  out  specifically.  The 
first  is  that  the  State  action  doctrine  as  it  currently  exists  in  the 
law  is  a  very  precise  means  by  which  to  determine  when  the  public 
interest  is  being  served  by  the  determinations  of  public  bodies  rath- 
er than  private  parties.  The  test  that  is  articulated  to  determine 
when  effective  State  regulation  of  interstate  commerce  can  coexist 
with  the  antitrust  laws  is  a  very  straightforward  two-part  test. 

It  requires,  first,  some  affirmative  articulation  by  the  State  of  the 
necessity  to  supplant  competition.  Then,  second,  the  State  must 
have  an  effective  means  of  regulating  and  supervising  that  depar- 
ture from  the  competitive  environment  mandated  by  that  regu- 
latory system. 

We  think  that  the  precision  that  is  represented  by  that  test  bet- 
ter serves  the  consuming  public  than  a  test  such  as  currently  ap- 
plied under  McCarran,  which  is  one  of  almost  benign  neglect  in 
many  instances,  or  what  one  of  my  friends  once  referred  to  as 
magic  wand  regulation.  Once  the  wand  has  passed  over  your  head, 
you  are  golden. 

But  the  thing  I  want  to  address  most  particularly  is  the  issue 
which  Ms.  Bingaman  addressed  and  which  the  bill  itself  addresses, 
and  that  is  the  issue  of  safe  harbors.  While  NAAG's  official  position 
is  one  of  favoring  outright  repeal  without  the  definition  of  safe  har- 
bors, we  are  mindful  that  the  necessities  of  the  industry  and  the 
certainty  in  the  application  of  the  antitrust  law  to  the  industry 
may  in  fact  necessitate  the  existence  of  such  safe  harbors. 
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In  the  crafting  of  those  safe  harbors,  however,  we  would  urge  you 
to  look  to  the  specific  regulatory  experience  of  the  States,  and  to 
draft  your  safe  harbors  in  ways  that  accommodate  the  differing 
policies  and  regulatory  decisions  made  by  the  States. 

I  specifically  would  note  with  respect  to  the  issue  of  loss  develop- 
ment, which  is  one  of  the  specific  safe  harbors  identified  in  sub- 
section C,  that  some  States — New  Jersey  in  particular  with  respect 
to  the  auto  industry — have  taken  a  different  position.  It  has  taken 
the  position  that  the  reporting  of  historical  data  and  the  industry's 
need  for  it  ceases  at  the  point  that  the  data  being  reported  is  in 
fact  historical  and  the  result  of  actual  occurrences. 

It  does  not  in  the  implementing  regulations,  for  instance,  permit 
the  estimation  of  future  unknown  values  which  involve  important 
underwriting  and  business  discretion  decisions  which  create  the 
variability  and  dynamics  in  product  pricing  normally  found  in  any 
industry  in  a  competitive  environment. 

Accordingly,  I  would  recommend  to  the  committee  that  in 
crafting  the  safe  harbors,  that  a  limiting  introductory  clause  be 
added  to  subsection  C,  and  that  that  subsection  relating  to  safe 
harbors  should  be  modified  by  saying  that  those  safe  harbors  will 
exist  except  when  the  State  regulatory  law  is  to  the  contrary. 

And  with  that  suggestion,  I  would  close  by  urging  the  committee 
to  adopt  H.R.  9  with  the  amendment  that  I  propose. 

Thank  you. 

Mr.  Brooks.  Thank  you  very  much. 

[The  prepared  statement  of  Mr.  Price  follows:] 
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STATEMENT 

Of 

LAUREL  A.  PRICE 

Deputy  Attorney  General 

New  Jersey  Division  of  Criminal  Justice 

Chair,  National  Association  of  Attorneys  General 

Multistate  Antitrust  Task  Force 

before  the 

Subcommittee  on  Economic  and  Commercial  Law 

of  the 

COMMITTEE  OF  THE  JUDICIARY 

HOUSE  OF  REPRESENTATIVES 

on 

H.R.  9 

A  BILL  TO  MODIFY  THE  ANTITRUST  EXEMPTION 

APPLICABLE  TO  THE  BUSINESS  OF  INSURANCE 

July  29,  1993 

Mr.  Chairman  and  Members  of  the  Subcommittee: 

Thank  you  Mr.  chairman  and  members  of  the  subcommittee  for 
this  opportunity  to  address  the  need  for  the  rational  application 
of  the  antitrust  laws  to  the  insurance  industry.   This  committee 
under  the  leadership  of  Representative  Brooks  has  spent  a 
significant  amount  of  time  during  the  last  several  Congresses 
probing  the  unique  antitrust  exemption  enjoyed  by  the  insurance 
industry.   The  National  Association  of  Attorneys  General  and  many 
Attorneys  General  have  also  spent  significant  time  and  effort 
investigating  and  litigating  the  issues  involved  in  this 
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industry's  antitrust  status.   Like  H.R.  9,  the  Attorneys  General 
have  consistently  concluded  since  1986  that  insurance  consumers 
would  be  better  off  if  the  antitrust  exemption  for  the  insurance 
industry  contained  in  the  McCarran-Ferguson  Act  were  eliminated 
or,  failing  that,  significantly  curtailed.^ 

We  were  gratified  in  late  June  of  this  year  when  the  Supreme 
Court  ruled  that  our  pending  suits  against  various  insurers, 
reinsurers  and  others  would  be  remanded  to  the  lower  federal 
courts  in  San  Francisco.^  Those  suits,  brought  within  the 
confines  of  the  current  law,  address  specific  abuses  that 
allegedly  occurred  during  the  mid-1980s.   Because  those  matters 
are  still  under  adjudication  in  the  courts,  I  will  not  comment  on 
them  beyond  noting  that  there  were  a  range  of  abuses  identified 
in  the  investigation  leading  up  to  the  filing  of  those  cases  that 
are  not,  and  could  not  be,  addressed  because  of  the  unique 
antitrust  shelter  currently  enjoyed  by  the  insurance  industry. 
Assistant  Attorney  General  George  Sampson  of  New  York  detailed 
some  of  these  additional  abuses  for  this  Committee  in  his  June, 
1991  testimony  on  a  predecessor  version  of  the  present  bill. 

H.R.  9  seeks  to  modify  the  insurance  industry's  antitrust 
exemption.   The  Attorneys  General  have  consistently  urged  its 
outright  repeal.   Recognizing  that  meaningful  modifications,  such 


^   See  the  attached  copy  of  NAAG  Resolution  adopted  in 
June,  1986. 

^  Hartford  Fire  Ins.  Co.,  Inc.,  et  al  v.  California, 
et  al.  Docket  Nos.  91-1111  &  1128  (U.S.  June  28,  1993). 
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as  those  contained  in  H.R,  9,  will  also  benefit  consumers,  we 
have  also  supported  those  measures  as  well. 

Since  the  McCarran-Ferguson  Act  was  adopted  almost  fifty 
years  ago,  there  have  been  significant  changes  in  the  antitrust 
laws  and  in  the  technology  that  can  be  brought  to  bear  on  the 
insurance  industry.  It  is  those  changes  that  warrant  our 
attention  in  the  analysis  of  the  public  policy  considerations 
attending  the  proper  application  of  the  antitrust  laws  to  the 
insurance  industry. 

At  the  time  of  the  passage  of  the  McCarran  Act  the  so-called 
"state  action"  doctrine  spawned  by  Parker  v.  Brown.  317  U.S.  347 
(1943) ,  was  in  its  infancy^   The  Congress  could  not  with  complete 
confidence  anticipate  that  the  doctrine  would  eventually  develop 
into  the  flexible  doctrine  of  accommodation  that  now  permits 
continued  state  economic  regulation  of  interstate  commerce  where 
the  state  affirmatively  establishes  a  policy  of  regulation  and 
effectively  supervises  its  implementation  and  operation.   The 
current  state  action  test  represents  relative  precision  when 
compared  to  the  more  generalized  test  under  the  McCarran  Act 
noted  by  the  Judiciary  Committee's  October  6,  1992  report  on  the 
predecessor  of  the  present  bill.* 

Unlike  the  concern  in  the  mid-1940s,  we  now  know  that 
antitrust  and  effective  state  regulation  can  and  does  comfortably 


^   See  California  Retail  Liquor  Dealers  Ass'n  v.  Midcal 
Aluminum,  Inc.,  445  U.S.  97  (1980),  and  cases  following. 

'^    H.R.  Rep.  No.  1036,  102d  Cong.,  2nd  Sess.  at  25-28 
(1992)  . 
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coexist.   The  greater  precision  of  the  state  action  test  gives 
the  public  greater  confidence  that  a  particular  permitted 
restraint  of  trade  is  actually  the  product  of  some  over-riding 
public  purpose.   Under  McCarran,  it  is  frequently  difficult  to 
tell  where  mere  private  greed  or  convenience  ends  and  over-riding 
public  purpose  begins.   The  elimination  of  the  McCarran-Ferguson 
Act  in  favor  of  the  state  action  test  will  reduce,  if  not 
eliminate,  that  uncertainty  and,  correspondingly,  increase  the 
public's  confidence  that  it  is  being  treated  fairly. 

Technology  also  has  evolved  in  ways  that  counsel  stricter 
antitrust  scrutiny  for  the  insurance  industry.   I  have  in  my 
brief  case  this  morning  a  seven  and  one  half  pound  computer  that 
represents  more  deliverable  computing  and  analytical  power  for 
any  given  period  of  time  than  that  possessed  by  even  the  most 
sophisticated  insurance  company  at  the  time  of  the  adoption  of 
the  McCarran  Act.   Accordingly,  as  data  analysis  becomes  more 
readily  available  at  more  cost  effective  levels,  one  must  but 
wonder  whether  the  needed  levels  of  coordination  appropriate  for 
myriad  clerks  in  green  eye  shades  working  with  mountains  of 
ledger  cards  are  precisely  the  same  as  they  are  in  the  modern 
data  processing  era.   I  am  sure  that  this  Committee  either  has  or 
will  hear  it  said  that  the  needs  of  modern  technology  require 
more  rather  than  less  coordination.   I  suspect  it  to  be 
otherwise.   However,  the  States  have  created  a  living  laboratory 
out  there  in  the  broader  world  of  insurance  regulation.   This 
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Committee  may  draw  empirical  evidence  to  resolve  various 
differing  claims  from  that  regulatory  experience. 

California  adopted  Proposition  103.   New  Jersey  adopt  the 
Fair  Automobile  Insurance  Reform  Act  of  1990.   Texas  has 
substantially  revamped  its  insurance  regulatory  laws  in  recent 
years.   One  of  the  features  common  to  each  of  those  regulatory 
schemes  has  been  enhanced  antitrust  exposure  coupled  with  a 
recognition  of  the  industry's  need  for  aggregated  historical 
claims  data  of  sufficient  scope  and  consistency  to  be  credible 
for  product  pricing  purposes.   There  are  differences  between 
these  regulatory  regimes  regarding  the  extent  to  which  the  so- 
called  safe  harbors  for  data  collection  would  permit  the 
collective  estimation  of  future  unknown  values — regardless  of 
whether  the  operation  at  hand  was  described  as  trending  or  loss 
development. 

I  note  these  differences  in  permitted  data  collection  and 
reporting  requirements  neither  for  the  purpose  of  endorsing  nor 
for  the  purpose  of  condemning  any  particular  safe  harbor 
provision  for  data  collection  operations.   Rather,  I  cite  them 
for  two  different  purposes.   First,  I  suggest  that  there  may  be 
available  comparative  data  from  which  the  Committee  could  draw 
empirical  evidence.   In  that  way  you  would  be  less  dependent  on 
particular  witness's  philosophical  predilections  or  the  quality 
of  his  or  her  anecdotes. 

Second,  and  more  importantly,  the  States  have  been  in  recent 
years  experimenting  with  different  combinations  of  regulation. 
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competition  and  antitrust  exposure  for  the  insurance  industry.   A 
particular  state  may  reach  a  conclusion  that  market  factors 
should  be  the  primary  regulator  of  industry  performance.   To  that 
end,  it  would  desire  the  maximum  possible  application  of  the 
antitrust  laws  to  assure  and  guarantee  the  efficacy  of  that 
competition.   H.R.  9,  like  the  McCarran  Act  itself,  affirms  the 
primacy  of  state  regulation  for  insurance  within  broad  limits. 
Assume,  for  example,  that  a  given  state  decides  that  loss 
development  should  be  subjected  to  the  scrutiny  of  its  antitrust 
laws.   Assume  further  that  its  antitrust  laws  are  substantively 
patterned  on  the  federal  antitrust  laws.   Under  those 
circumstances,  no  discernible  public  purpose  is  served  by 
continuing  safe  harbor  treatment  for  that  conduct  under  federal 
law.   Accordingly,  I  would  personally  urge  the  Committee  to 
consider  amending  subsection  (c)  appearing  at  page  3,  line  8  of 
H.R.  9  by  the  addition  of  a  clause  reading,  "(c)  In  the  absence 
state  law  to  the  contrary,  the  conduct  .  .  .  ." 

There  is  no  reason  why  federal  law  should  create  safe 
harbors  for  antitrust  liability  that  are  more  expansive  than 
those  mandated  by  state  law.   Similarly,  there  is  no  discernible 
public  purpose  served  by  creating  the  anomaly  of  liability  for 
conduct  under  state  antitrust  law  where  that  same  conduct  is 
exempt  from  federal  antitrust  liability  by  reason  of  a  federal 
statute  designed  to  buttress  the  integrity  of  the  state 
regulatory  regime.   Where  the  state  has  determined  that 
particular  conduct  in  the  insurance  industry  should  be  subject  to 
antitrust  liability,  there  is  no  reason  why  the  antitrust  laws  of 
the  United  States  should  not  also  be  available  to  reinforce  that 
determination . 


/ 
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NATIONAL  AGSOCLATION  OF  ATTORNEYS  "EMEPvAL 

Summer  Meeting 
Seattle,  Washington 
y  June  9-12,  1986 

RESOLUTION  I 

REPEALING  THE  INSURANCE  INDUSTRY'S 
EXEMPTION  FROM  THE  ANTITRUST  LAWS 

WHEREAS,  The  Sherman  Act,  the  Clayton  Act,  and  decisional 
law  prescribe  the  appropriate  standards  of  conduct  for 
competing  businesses  and  for  individual  firms  acquiring  and 
exercising  market  power  in  the  United  States;  and 

WHEREAS,  those  laws  prohibit  activities  in  restraint  of 
trade  that  have  repeatedly  been  shown  to  be  harmful  to  the 
economy  and  injurious  to  consumers;  and 

WHEREAS,  in  1944,  the  Supreme  Court  determined,  in  United 
States  v.  South-Eastern  Underwriters  Association,  322  U.S.  533, 
that  the  business  of  insurance  constitutes  commerce  within  the 
scope  of  the  antitrust  laws;  and 

WHEREJ^S,  in  1945,  Congress,  apprehensive  about  the  effect 
of  South-Eastern  Underwriters  on  the  powers  of  states  to  tax 
and  recjulate  insurance,  adopted  the  McCarran-Ferguson  Act  (15 
U.S.C.  sections  1011-1015),  granting  the  insurance  industry 
broad  exemption  from  most  provisions  of  the  Sherman  and  Clayton 
Acts,  including  the  proscriptions  against  such  anticompetitive 
practices  as  price-fixing,  agreements  not  to  compete, 
monopolization,  mergers  of  dominant  firms,  tying  agreements, 
and  a  wide  range  of  other  conduct  that  is  unlawful  for  nearly 
every  firm  outside  the  insurance  industry;  and 

WHEREAS,  subsequent  developments  in  antitrust  law, 
particularly  evolution  of  the  state-action  doctrine,  have  rr.ade 
it  clear  that  nothing  in  the  Sherman  and  Clayton  Acts  would 
hinder  the  exercise  of  traditional  state  powers  of  taxation  and 
regulation,  including  price-regulation,  making  the  antitrust 
immunity  of  the  McCarran-Ferguson  Act  unnecessary  for  the 
purposes  that  originally  motivated  Congress  to  enact  it;  and 

WHEREAS,  it  is  also  clear  that  nothing  in  the  antitrust 
laws  prohibits  insurers  from  sharing  informatian  on  losses  in 
order  to  price  their  product,  or  from  engaging  in  reinsurance 
and  other  risk-sharing  arrangements  common  to  the  industry, 
making  the  antitrust  immunity  of  the  McCarran-Ferguson  Act 
unnecessary  to  the  legitimate  needs  of  the  insurance  industry; 
and 
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WHEREAS,  the  insurance  industry  is  critical  to  the 
national  economy,  with  Americans  paying  over  $140  billion  per 
year  in  premiums  on  property/casualty  insurance  alone,  and  with 
insurance  being  a  necessity  for  many  enterprises;  and 

WHEREAS,  serious  questions  have  been  raised  about  the 
current  crisis  in  liability  insurance  and  whether  it  may  have 
been  fostered  by  the  industry's  antitrust  exemption; 

HOW,  THEREFORE,  BE  IT  RESOLVED,  that  the  National 
Association  of  Attorneys  General,  reaffirming  its  commitment  to 
the  historic  right  of  the  states  to  regulate  and  to  tax 
insurance  and  its  commitment  to  the  importance  of  the  antitrust 
laws  to  free  and  competitive  markets,  urges  the  Congress  of  the 
United  States  to  repeal  the  special  immunity  from  the  antitrust 
laws  granted  to  the  insurance  industry  and  to  subject  insurance 
companies  to  the  rules  of  the  competitive  marketplace 
applicable  to  other  firms;  and 

BE  IT  FURTHER  RESOLVED,  that  the  Association  authorizes 
its  Executive  Director  and  General  Counsel  to  make  these  views 
known  to  the  Congress,  the  Administration,  and  other  interested 
parties. 
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Mr.  Brooks.  Before  turning  to  a  couple  of  questions  to  the  As- 
sistant Attorney  General  and  the  Deputy  Attorney  General,  I  want 
to  note  a  significant  turning  point  we  have  reached  in  this  hearing. 
Not  only  have  we  witnessed  today  the  return  of  the  Justice  Depart- 
ment to  its  strong  position  against  exemptions  from  our  Nation's 
competition  statutes,  but  we  also  have  a  letter  from  the  lawyer  who 
preceded  Ms.  Bingaman  as  Republican  chief  of  the  Antitrust  Divi- 
sion, Mr.  James  F.  Rill,  an  outstanding  antitrust  lawyer  who  unfor- 
tunately has  clients  in  San  Francisco  who  are  paying  him  and  he 
couldn't  volunteer  to  come  and  testify.  When  you  are  in  the  private 
industry,  you  are  in  it. 

But  I  would  like  to  insert  his  letter  at  this  point  into  the  record 
and  read  an  excerpt  or  two  from  it.  He  says,  "Dear  Chairman 
Brooks,  Your  decision  to  conduct  the  forthcoming  hearings  on  the 
McCarran  exemption  is  a  very  positive,  timely,  and  significant  step 
toward  concrete  action  in  assessing  the  continued  need  for  that  ex- 
emption in  its  present  form.  As  you  know,  the  Antitrust  Division 
conducted  a  thorough  review  of  the  McCarran  exemption  during 
my  tenure  as  Assistant  Attorney  General  and,  in  fact,  chaired  a 
working  group  of  the  Economic  Policy  Council  on  the  subject.  We 
did  not  find  any  empirical  support  for  any  claim  that  appropriate 
application  of  the  antitrust  laws  to  the  insurance  industry  would 
operate  seriously  to  the  detriment  of  that  industry." 

He  went  on  to  say  that  'There  are,  of  course,  a  number  of  ques- 
tions which  need  to  be  resolved  including  the  appropriate  scope  for 
any  safe  harbors  and  a  transition  period  that  will  facilitate  compli- 
ance by  the  insurance  industry  with  the  antitrust  laws.  In  the  final 
analysis,  however,  the  great  preponderance  of  American  industry 
has  complied  with  the  antitrust  laws  and  not  suffered  by  that  com- 
pliance. Vigorous  competition  has  encouraged  efficiency  and  inno- 
vation and  made  U.S.  firms  better  able  to  compete  in  domestic  and 
world  markets.  Your  continued  focus  on  the  McCarran  exemption 
and  ultimate  action  to  bring  the  issue  to  a  fair  resolution  is  in  my 
opinion  very  much  consistent  with  the  national  objectives  of  the 
antitrust  laws." 

And  we  have  copies  of  that  for  everybody. 

[The  letter  from  Mr.  Rill  follows:] 
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Collier,  Shaimon,  Rill  &  Scott 


RECEIVED 

JUL  2  8  1993 


Attomeys-at-Law  Jljn'slARY  COMMITTEE 

3050  K  Street,  N.W. 

Suite  400  830  Paik  Asenue 
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"="  lU   (313)688-8801 

Ita  (318)  683-880* 

IB.:  (202)  342-8400  

James  F.  Rffl  Fax:  (202)  338-5534  1^-18  O'ConneU  Stieet 

(202)  342-8430  Lercl  3 

Sydney.  NSW  2(X)0.  Australia 

July  28,  1993  '^  613338^88 

■'  Fax  61-3-388-3787 


The  Honorable  Jack  Brooks 

Chairman 

Judiciary  Conunittee 

U.S.  House  of  Representatives 

2138  Raybum  House  Office  Building 

Washington,  D.C.  20515-6216 

Dear  Chairman  Brooks: 

Your  decision  to  conduct  the  forthcoming  hearings  on  the  McCarran  exemption  is 
a  very  positive,  timely,  and  significant  step  toward  concrete  action  in  assessing  the  continuing 
need  for  that  exemption  in  its  present  form.  As  you  know,  the  Antitrust  Division  conducted 
a  thorough  review  of  the  McCarran  exemption  during  my  tenure  as  Assistant  Attorney 
General  and,  in  fact,  chaired  a  working  group  of  the  Economic  Policy  Council  on  the 
subject.  We  did  not  find  any  empirical  support  for  any  claim  that  appropriate  application 
of  the  antitrust  laws  to  the  insurance  industry  would  operate  seriously  to  the  detriment  of 
the  industry.  I  was  pleased  to  note  that  Anne  Bingaman  stated  in  her  confirmation  hearings 
that  those  seeking  exemptions  under  the  antitrust  laws  would  have  to  carry  a  heavy  burden 
to  support  their  position.  This  statement  is  consistent,  of  course,  with  the  statement  of 
William  P.  Barr  with  specific  reference  to  the  McCarran-Ferguson  provision  during  his 
confirmation  hearings. 

There  are,  of  course,  a  number  of  questions  which  need  to  be  resolved  including  the 
appropriate  scope  for  any  safe  harbors  and  a  transition  period  that  will  facilitate  compliance 
by  the  insurance  industry  with  the  antitrust  laws.   In  the  final  analysis,  however,  the  great 
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preponderance  of  American  industry  has  complied  with  the  antitrust  laws  and  not  suffered 
by  that  compliance.  Vigorous  competition  has  encouraged  efficiency  and  innovation  and 
made  U.S.  firms  better  able  to  compete  in  domestic  and  world  markets.  Your  continued 
focus  on  the  McCarran  exemption  and  ultimate  action  to  bring  thejssue  to  a  fair  resolution 
is  in  my  opinion  very  much  consistent  with  the  national  objectives  of  the  antitrust  laws. 

Sincerely, 


^J4l 


/       James  F.  Rill 
JFR:msd 
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Mr.  Brooks.  Ms.  Bingaman,  how  do  you  respond  to  the  argu- 
ment that  the  antitrust  laws  are  not  needed  in  the  insurance  in- 
dustry because  the  industry  is  already  so  competitive? 

Ms.  Bingaman.  Mr.  Chairman,  I  would  say  this.  The  industry 
may  in  fact  be  competitive  in  segments  today,  but  there  may  be 
segments  in  which  it  is  not  competitive.  And  if  McCarran-Ferguson 
is  modified  so  as  to  inject  more  competition  and  new  elements  of 
competition  into  the  industry,  I  think  that  can  only  be  beneficial. 

Secondly,  the  fact  that  the  industry  is  competitive  today  does  not 
necessarily  mean  it  will  stay  that  way  for  the  next  50  years. 
McCarran-Ferguson  has  been  with  us  50  years  now.  There  are  un- 
doubtedly great  changes  ahead  for  the  American  economy  in  the 
next  50  years  as  there  have  been  for  the  last  50.  We  have  relied 
on  competition  as  the  guiding  principle  to  shape  business  decisions 
in  this  country  for  over  100  years. 

And  it  seems  to  me  that  the  best  course  for  the  future,  to  chart 
the  long-range  future  for  this  industry  and  for  all  the  rest  in  the 
American  economy  who  are  now  subject  to  competition,  is  to  nar- 
row McCarran-Ferguson  and  inject  competition  into  this  industry 
with  carefully  crafted  safe  harbors.  I  emphasize  the  need  for  them. 

Mr.  Brooks.  Mr.  Price,  anything  you  want  to  add  to  that? 

Mr.  Price.  I  think  I  would  raise  a  question  about  the  competi- 
tiveness of  the  industry  in  this  regard.  It  is  competitive  to  the  ex- 
tent that  there  are  a  large  number  of  companies  seeking  to  sell 
similar  products  to  the  same  people.  Whether  they  are  effectively 
competing  in  the  same  way  that  other  industries  compete,  I  have 
serious  questions. 

Because  of  the  atmosphere  created  by  McCarran  and  the  lockstep 
within  which  the  industry  moves,  the  kind  of  innovation  and  diver- 
sification of  product  and  services  that  one  would  normally  expect 
simply  hasn't  developed.  So  you  have  in  effect  competition  occur- 
ring within  a  very  narrow  band  rather  than  the  broad-based  envi- 
ronment of  competition  which  would  better  serve  the  public  inter- 
est. 

There  is  considerable  debate  in  the  literature  over  whether  the 
large  number  of  companies  that  exist  within  various  segments  of 
the  industry  in  fact  represent  the  product  of  healthy  competition  or 
whether,  in  fact,  they  represent  the  result  of  an  excessive  surplus 
generated  by  a  noncompetitive  environment  shared  by  a  large  num- 
ber of  companies  who  would  not  be  economically  viable  in  a  true 
competitive  environment;  and  that  the  existence  of  those  compa- 
nies, therefore,  may  represent  a  significant  cost  to  society. 

Mr.  Brooks.  Ms.  Bingaman,  there  are  some  who  contend  that 
the  antitrust  laws  work  for  some  industries  but  are  not  needed  for 
others.  Do  you  believe  that  small-  or  mid-sized  insurance  compa- 
nies would  disappear  with  the  careful  scaling  back  of  the 
McCarran-Ferguson  antitrust  exemption? 

Ms.  Bingaman.  Mr.  Chairman,  that  is  a  critically  important 
question.  That  is  unquestionably  a  major  issue  before  this  commit- 
tee, and  it  was  certainly  a  factor  with  us  in  reaching  the  views  we 
did. 

We  met  with  a  group  which  presented  to  us  very  strongly — a 
number  of  them  are  here  today  and  I  am  sure  you  will  hear  from 
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them  later — the  view  that  this  would  in  fact  cause  the  demise  of 
small-  to  medium-size  companies. 

Mr.  Chairman,  it  is  our  belief  that  a  properly  drafted  revision  of 
McCarran-Ferguson,  with  the  kinds  of  provisions  that  are  in  the 
current  H.R.  9,  which  allow  a  2-  to  4-year  phase-in  for  trending, 
and  allow  companies  a  chance  to  get  used  to  the  new  regime,  to 
learn  how  to  operate  within  it  before  they  are  on  their  own,  so  to 
speak,  with  their  own  actuaries,  if  that  is  the  form  the  bill  takes, 
is  protection  against  that  kind  of  problem. 

Secondly,  I  would  simply  point  out  that  the  collection  of  histori- 
cal loss  data  has  traditionally,  under  standard  antitrust  analysis, 
been  allowed.  So  these  small-  to  medium-sized  businesses  abso- 
lutely will  have  the  benefit  of  this  mass  of  historical  data  which 
unquestionably  is  important  to  come  up  with  future  costs. 

So,  Mr.  Chairman,  I  believe  that  properly  done  and  carefully 
written,  a  bill  that  narrows  the  McCarran-Ferguson  exemption 
need  not  harm  small  companies  in  any  way — and  I  would  very  fer- 
vently hope  that  it  absolutely  did  not,  and  I  think  the  committee 
should  make  every  effort  and  we  will  do  the  same.  Small  business 
is  the  lifeblood  of  this  country;  entrepreneurship  is  crucial  to  the 
country.  We  cannot  take  steps  that  will  harm  that. 

At  the  same  time,  competition  is  crucial  to  the  country  also.  And 
so  the  balance  has  to  be  struck  and  has  to  be  worked  on.  But  it 
is  our  view  that  it  is  possible. 

Mr.  Brooks.  I  want  you  to  know  that  I  do  not  consider  this  my 
strongest  antitrust  statement.  You  know,  with  this  bill  the  insur- 
ance industry  gets  about  14,000  exemptions.  The  cut  was  easy  in 
the  first  place— just  a  straight  repeal.  Not  to  mention  that  this  bill 
has  been  delayed  for  years. 

You  know,  I  have  been  in  the  State  legislature,  and  I  have 
known  State  insurance  commissioners.  They  are  wonderful  people. 
They  have  an  even  deeper  regard  for  insurance  companies  than  we 
do.  They  have  a  personal  affection  for  them  that  is  very  extensive. 

Every  time  I  read  this  bill  I  kind  of  feel  bad.  It  is  so  easy.  And 
they  have  been  complaining  about  it. 

I  kept  thinking,  let's  write  them  a  bill  that  will  shake  their  teeth, 
get  after  them— just  abolish  the  whole  exemption,  and  have  the 
issue  out,  bring  all  the  other  industries  in,  have  a  good  knockdown, 
drag-out  fight.  We  could  have  one  in  this  committee  and  have  one 
on  the  floor.  It  would  be  fun. 

But  I  am  glad  that  you  agree  that  a  nice,  carefully  scaled-down 
compromise  would  be  useful,  would  be  nice.  Maybe  the  industry 
will  do  better.  We  can  guide  them  along  the  way  and  encourage 
them. 

And  you,  sir,  the  way  you  talk  about  insurance  companies,  you 
have  already  been  to  Atlanta,  Jacksonville,  and  Hartford?  You've 
seen  all  those  small  companies  doing  fine  in  those  big  buildings? 
Either  they  have  small  companies  with  big  buildings  or  they  have 
got  an  awful  lot  of  big  companies,  if  you  have  noticed  the  structure 
there.  In  Omaha,  you  might  drop  by  there. 

Mr.  Price.  I  have  actually  been  by  the  one  in  Oklahoma,  sir. 

Mr.  Brooks.  I  have  one  more  question  for  you.  Since  my  legisla- 
tion would  defer  to  the  States,  if  State  oversight  met  the  standards 
of  the  State  action  doctrine,  legitimately  proved,  and  since  that  doc- 
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trine  is  utilized  every  day  by  States  to  immunize  other  industries 
from  antitrust  suits,  would  it  be  difficult  to  apply  that  doctrine  to 
this  industry? 

Mr.  Price.  I  don't  believe  it  would  be  at  all  difficult,  Your  Honor. 
I  mean,  sir,  I  am  sorry.  I  spend  too  much  time  in  court. 

The  application  of  the  State  doctrine  to  the  insurance  industry 
would  not  require  any  great  adjustment  in  the  doctrine  itself.  In- 
deed, it  would  require  no  adjustment  in  the  doctrine,  because  the 
doctrine  is  predicated  on  the  notion  that  the  State  has  made  the 
determination  and  has  effectively  supervised  it. 

It  doesn't  look  to  the  underlying  merits  of  the  regulatory  decision 
as  such.  Therefore,  the  application  is  simply  and  reasonably 
straightforward.  The  concerns  that  the  industry  have  raised  to  me 
regarding  the  intersection  between  antitrust  and  the  industry  have 
not  related  so  much  to  the  details  of  the  application  of  State  action, 
but  whether  the  antitrust  laws  themselves  are  sufficiently  flexible 
to  accommodate  the  commercial  necessities  of  the  insurance  indus- 
try. I  have  seen  no  substantial  degree  of  new  rigidity  interjected 
into  that  body  of  law  in  recent  years  which  would  further  those 
fears. 

Mr.  Brooks.  Mr.  Price,  one  other  thing.  What  does  the  recent 
Supreme  Court  holding  in  the  Hartford  Insurance  case,  which  you 
worked  on,  tell  you  about  whether  consumers  can  depend  solely  on 
the  so-called  boycott  exemption  to  protect  them  from  competitive 
practices? 

Mr.  Price.  I  think  the  easy  answer  to  that  is,  it  is  too  early  to 
tell.  Justice  Scalia  has  redefined  the  analysis  to  some  extent,  al- 
though the  test  he  articulated  is  one  which  is  reasonably  straight- 
forward and  easy  to  apply. 

The  problem,  if  any,  in  the  opinion  has  nothing  to  do  with  the 
test;  it  has  rather  to  do  with  some  assumptions  of  fact  relied  upon 
differently  by  different  parts  of  the  court,  which  will  have  to  be 
sorted  out  on  a  full  record. 

The  more  important  question,  though,  is  the  one  that  preexisted 
the  court's  opinion,  and  that  is  whether  the  discipline  of  the  anti- 
trust laws  should  be  left  to  a  narrow  band  of  what  can  be 
shoehorned  into  the  doctrine  of  boycotts. 

Mr.  Brooks.  Thank  you  very  much. 

Mr.  Fish,  the  gentleman  from  New  York. 

Mr.  Fish.  Thank  you,  Mr.  Chairman. 

Ms.  Bingaman,  on  a  number  of  previous  occasions  the  Depart- 
ment of  Justice  has  written  this  committee  to  express  its  opposition 
to  H.R.  9  and  its  predecessor  bills.  These  statements  express  con- 
cern about  the  possible  "deterrent  effect"  that  H.R.  9  would  have 
on  procompetitive  activity  among  insurers. 

These  documents  also  reflect  a  serious  concern  about  the  impact 
of  H.R.  9  on  the  availability  of  the  State  action  doctrine. 

It  is,  of  course,  argued  that  we  don't  need  the  McCarran-Fer- 
guson  Act  because  we  have  the  State  action  defense.  This  morning 
Mr.  Price  has  given  us  a  clear  restatement  of  the  two-pronged 
Midcal  test,  which  I  accept.  But  the  question  is,  will  the  regulatory 
scheme  in  the  States  meet  that  test,  or  are  there  such  pronounced 
differences  among  the  regulatory  schemes  that  many  won't? 
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So  on  April  10,  1987,  when  Charles  Rule  was  the  Assistant  At- 
torney CJeneral,  I  wrote  him,  and  in  his  response  of  September  10, 
1987,  he  summarizes  my  question.  He  says,  "You  requested  the  De- 
partment of  Justice  undertake  a  survey  of  existing  state  insurance 
law  and  regulation  to  determine  the  likely  extent  to  which  insur- 
ance industry  practices  will  be  protected  by  the  "state  action"  doc- 
trine as  applied  under  the  federal  antitrust  laws  if  the  statutory 
antitrust  exception  of  McCarran-Ferguson  Act  were  repealed." 

Mr.  Rule  then  says,  "[I]t  appears  that  some  present  insurance  in- 
dustry practices  would  be  protected  in  some  states  by  the  state  ac- 
tion doctrine  while  others  would  not  if  the  McCarran-Ferguson  Act 
were  repealed." 

We  have  a  letter  addressed  to  the  chairman  with  a  copy  to  me 
dated  November  18,  1991,  that  was  written  at  the  time  that  Assist- 
ant Attorney  General  James  Rill  was  in  office.  Mr.  Rill's  name  was 
mentioned  just  a  few  minutes  ago. 

I  will  just  read  some  highlighted  sections  from  that  letter.  "While 
the  Department  generally  endorses  the  review  of  existing  antitrust 
exemption  under  the  McCarran-Ferguson  Act,  it  opposes  H.R.  9." 

On  page  2  the  letter  states,  'The  Department  is  concerned  that 
H.R.  9  may,  because  of  its  structure  and  language,  have  an  unwar- 
ranted deterrent  effect  on  appropriate  collective  activity  among  in- 
surers." 

The  last  four  or  five  lines  on  page  2,  "Private  parties  could  well 
be  deterred  from  engaging  in  such  conduct  for  fear  that  courts 
would  treat  the  conduct  as  illegal.  Taken  literally,  however,  these 
categories  encompass  some  conduct  that  is  not  automatically  un- 
lawful under  the  antitrust  laws  and  may  in  some  instances  be  pro- 
competitive.  In  sum,  H.R.  9  creates  ambiguities,  both  as  to  the 
legal  effect  and  meaning  of  the  specified  categories,  that  could 
deter  procompetitive  conduct." 

Reading  again  on  page  3,  halfway  down  the  page,  "The  conduct 
that  would  be  covered  by  the  safe  harbors  of  H.R.  9  does  not  in- 
clude several  activities  that  have  appeared  in  other  legislative  pro- 
posals to  repeal  or  reform  the  antitrust  exemption  in  the 
McCarran-Ferguson  Act." 

And  the  last  line  of  that  paragraph,  "Many  of  these  activities 
may  be  conducted  jointly  in  a  manner  that  is  procompetitive." 

Turning  to  page  4,  "The  Department  is  concerned  that  the  lan- 
guage of  H.R.  9  is  ambiguous  as  to  whether  the  bill  would  effec- 
tively preempt  state  regulation  that  would  constitute  state  action 
exempt  from  the  operation  of  antitrust  laws  under  established  judi- 
cial precedent." 

And  the  last  paragraph  on  page  4,  it  begins  "We  believe  attempts 
to  deal  with  the  state  action  preemption  issue  by  means  of  legisla- 
tive history  are  inadequate." 

[The  text  of  the  two  letters  follows:! 
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WaMittuo,  DC.  iOSiO 

Noventer  18,  1991 


Honorable  Jack  Brooks 

Chairman 

Committee  on  the  Judiciary 

U.S.  House  of  Representatives 

Washington,  D.C.  20515 

Dear  Mr.  Chairman: 

This  letter  presents  the  views  of  the  Department  of  Justice 
on  H.R.  9,  the  "Insurance  Competitive  Pricing  Act  of  1991." 
This  bill  would  amend  the  McCarran-Ferguson  Act  to  limit 
substantially  the  antitrust  exemption  provided  by  that  Act  for 
the  business  of  insurance  to  the  extent  that  such  business  is 
regulated  by  state  law.   While  the  Department  generally 
endorses  review  of  the  existing  antitrust  exemption  under  the 
McCarran-Ferguson  Act,  it  opposes  H.R.  9. 

Existing  Law  and  H.R.  1 

The  McCarran-Ferguson  Act  currently  provides  a  general 
antitrust  exemption  for  the  business  of  insurance  to  the  extent 
such  business  is  regulated  by  state  law.   This  exemption  is 
very  broad:  it  covers  any  activity  other  than  boycott, 
coercion,  or  intimidation.   H.R.  9  would  narrow  this  exemption 
substantially.   The  bill  would  continue  to  apply  the  antitrust 
laws  (including  section  5  of  the  Federal  Trade  Commission  Act) 
to  the  business  of  insurance  to  the  extent  such  business  is  not 
regulated  by  state  law.   It  would  also  apply  those 
laws — notwithstanding  the  existence  of  state  regulation — to 
certain  specified  categories  of  conduct:  price  fixing, 
allocation  of  geographic  territories  or  customers  among 
competitors,  unlawful  tying  arrangements  and  monopolization  or 
attempted  monopolization.  1/   The  bill  would  continue  to  exempt 
certain  collective  insurer  activities:  collecting,  compiling 


1/  See  proposed  new  section  2(b)(2)  of  the  McCarran-Ferguson 
Act. 
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and  disseminating  historical  loss  data,  determining  a  loss 
development  factor  applicable  to  such  data,  and  performing 
actuarial  services  where  they  do  not  involve  a  restraint  of 
trade.  2/   In  effect,  these  excluded  activities  would  remain 
protected  from  antitrust  scrutiny  by  state  regulation  of  the 
business  of  insurance. 

Concerns  with  H.R.  9 

1.  Possible  Effects  on  Procompetitive  Insurer  Activitifts. 
The  exemption  for  the  business  of  insurance  in  the 
McCarran-Ferguson  Act  is  very  broad  and  extends  to  activity 
that,  but  for  the  exemption,  would  violate  the  antitrust  laws. 
Nevertheless,  the  exemption  also  protects  certain  collective 
activity  among  insurers  that  may  be  necessary  or  appropriate  in 
the  interest  of  competition  and  consumers.   Thus,  a  proper 
approach  to  McCarran-Ferguson  reform  must  strike  an  appropriate 
balance  between  narrowing  the  exemption  so  as  to  subject 
potentially  anticompetitive  conduct  to  the  antitrust  laws  while 
facilitating  efficient,  procompetitive  collective  action. 
H.R.  9  attempts  to  achieve  that  balance  by  maintaining  the 
general  exemption  but  specifying  certain  categories  of  conduct 
that  will  be  subject  to  the  antitrust  laws.   The  Department  is 
concerned  that  H.R.  9  may,  because  of  its  structure  and 
language,  have  an  unwarranted  deterrent  effect  on  appropriate 
collective  activity  among  insurers. 

While  the  bill  does  not  state  that  its  specified  categories 
of  conduct  are  illegal,  some  of  the  specified  categories — price 
fixing,  allocating  territories  or  customers  among  competitors, 
and  monopolizing  or  attempting  to  monopolize--are  couched  in 
terms  often  used  to  describe  antitrust  violations.   Private 
parties  could  well  be  deterred  from  engaging  in  such  conduct 
for  fear  that  courts  would  treat  the  conduct  as  Illegal.  Taken 
literally,  however,  these  categories  encompass  some  conduct 
that  is  not  automatically  unlawful  under  the  antitrust  laws  and 
may  in  some  instances  be  procompetitive.  2/   In  sum,  H.R.  9 


2/   See  proposed  new  section  2(c). 

3/  For  example,  vertical  agreements  between  insurers  and  their 
agents  regarding  rates,  or  agreements  among  the  participants  in 
a  joint  underwriting  pool  regarding  the  pool's  rates,  might  be 
described  literally  as  'price  fixing'  but  might  in  certain 
instances  be  entirely  appropriate.   Similarly,  allocation  of 
risks  among  participants  in  a  residual  market  pool  could  be 
described  literally  as  horizontal  market  allocation,  while 
traditional  antitrust  analysis  might  or  might  not  condemn  such 

Footnote  Continued 
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creates  ambiguities,  both  as  to  the  legal  effect  and  meaning  of 
the  specified  categories,  that  could  deter  procompetitive 
conduct. 

2.  "Safe  Harbors."   H.R.  9  attempts  to  deal  with  the  above 
concerns  by  excluding  certain  specific  collective  activities 
from  the  general  categories  of  conduct  that  it  subjects  to  the 
antitrust  laws.   Thus,  the  bill  would  create  a  'safe  harbor" 
for  these  excluded  activities  from  antitrust  scrutiny  as  long 
as  the  business  of  insurance  is  regulated  under  state  law. 

The  excluded  activities  in  H.R.  9  include  (1)  collecting, 
compiling  or  disseminating  historical  loss  data, 
(2)  determining  a  loss  development  factor  applicable  to 
historical  loss  data,  and  (3)  performing  actuarial  services  if 
such  does  not  involve  a  restraint  of  trade.  1/ 

The  conduct  that  would  be  covered  by  the  safe  harbors  of 
H.R.  9  does  not  include  several  activities  that  have  appeared 
in  other  legislative  proposals  to  repeal  or  reform  the 
antitrust  exemption  in  the  McCarran-Ferguson  Act.   Those 
activities  include  the  preparation,  dissemination  and  filing  of 
policy  forms  and  classifications,  participation  in  joint 
underwriting  or  pools  or  residual  market  mechanisms,  research 
and  inspections  for  purposes  of  risk  classification,  and 
collection,  compilation,  and  dissemination  of  information 
relating  to  fraudulent  claims  or  practices.   Many  of  these 
activities  may  be  conducted  jointly  in  a  manner  that  is 
procompetitive. 

3.  State  Action.   Under  the  "state  action"  doctrine, 
restraints  on  competition  (in  any  industry,  not  just  insurance) 
are  exempt  from  the  operation  of  the  antitrust  laws  if  they  are 
clearly  articulated  and  effectively  expressed  as  state  policy 


2/  Continued 

conduct  in  an  individual  case.   The  inclusion  of  "tying"  among 
the  categories,  even  with  the  qualifying  word  ''unlawfully," 
also  presents  problems  because  tying  arrangements  are  not 
always  anticompetitive  and  may  be  efficient  in  certain 
circumstances. 

1/  The  safe  harbor  for  actuarial  services  appears  illusory, 
because  proof  that  actuarial  services  "restrain  trade" — proof 
of  an  antitrust  violation — would  defeat  the  state 
regulation-based  exemption  that  it  purports  to  provide. 
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and  the  anticompetitive  conduct  is  actively  supervised  by  the 
state  itself.  S./ 

The  Department  is  concerned  that  the  language  of  H.R.  9  is 
ambiguous  as  to  whether  the  bill  would  effectively  preempt 
state  regulation  that  would  constitute  state  action  exempt  from 
the  operation  of  the  antitrust  laws  under  established  judicial 
precedent.   H.R.  9  is  identical  to  H.R.  1663,  which  was 
reported  favorably  by  the  Committee  on  the  Judiciary  last 
year.   The  Committee's  report  addressed  the  ambiguity  regarding 
the  scope  of  state  action  protection  in  the  section-by-section 
analysis  accompanying  the  bill,  fi/  The  report  states  that  the 
bill  would  establish  two  tiers  for  the  application  of  the 
antitrust  laws  with  respect  to  state  action.   The  first  tier 
simply  restates  what  is  already  the  case  under  the  existing 
Act--that  in  the  absence  of  any  state  regulation,  the  antitrust 
laws  fully  apply.   The  second  tier  deals  with  the  common 
situation  where  there  is  something  more  than  a  complete  absence 
of  regulation,  ranging  from  minimal  (e.g.,  automatic  approval 
of  rates)  to  "effective"  regulation  (extensive  supervision 
under  an  explicit  authorization).   The  report  states  that 
"effective  state  regulation"  would  trigger  immunity  under  the 
state  action  doctrine  in  all  instances,  just  as  it  does  today 
in  other  industries  subject  to  the  antitrust  laws.   However, 
where  there  is  some  regulation,  but  less  than  effective 
regulation,  the  report  states  that  the  antitrust  laws  would 
apply  fully  to  conduct  within  the  four  specified  categories. 

We  believe  attempts  to  deal  with  the  state  action/ 
preemption  issue  by  means  of  legislative  history  are 
inadequate.   Courts  are  not  required  to  consult  legislative 
histories  in  all  instances,  and  will  do  so  only  if  there  is 
ambiguity  on  the  face  of  the  statute.  While  we  believe  such 
ambiguity  exists,  it  is  not  so  apparent  as  to  ensure  that  the 
intent  of  Congress  will  necessarily  be  discerned  by  courts  by 
resort  to  the  legislative  history.   Thus,  we  believe  that  any 
ambiguity  with  respect  to  the  application  of  the  state  action 
doctrine  to  the  business  of  insurance  must  be  eliminated  from 
the  bill  itself. 


5/   See,  e.g. .  Patrick  v.  Burget,  486  U.S.  94  (1988).   "State 
action'  is  legally  distinguished  from  "state  regulation,"  a 
looser  concept  that  only  provides  an  antitrust  exemption  to  the 
business  of  insurance  under  the  McCarran-Ferguson  Act. 

fi/   House  Report  101-796,  October  27,  1990. 
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The  Office  of  Management  and  Budget  has  advised  us  th 
here  is  no  objection  to  the  submission  of  this  report  to 
ongress.  *^   *•  ^^ 


at 


Sincerely, 


r 


w.  Lee  Rawls 

Assistant  Attorney  General 


cc:   Honorable  Hamilton  Fish,  Jr. 
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UJ5.  Departmat  of  Josdoe 

Antitrust  Division 


Office  of  the  Atsittant  Attorney  General 


Washington,  D.C.  20530 

September  10,  1987 


Honorable  Hamilton  Fish,  Jr. 

Vice  Chairman 

Subcommittee  on  Monopolies  and 

Commercial  Law 
House  of  Representatives 
Washington.  D.C.   20515-6216 

Dear  Mr.  Vice  Chairman: 

This  letter  further  responds  to  your  request  of  April  10, 
1987.   You  requested  that  the  Department  of  Justice  undertake  a 
survey  of  existing  state  insurance  law  and  regulation  to 
determine  the  likely  extent  to  which  insurance  industry 
practices  would  be  protected  by  the  "state  action"  doctrine  as 
applied  under  the  federal  antitrust  laws  if  the  statutory 
antitrust  exemption  in  the  McCarran-Ferguson  Act  were 
repealed.   During  my  March  4.  1987  testimony  before  the 
Subcommittee,  we  agreed  that  uncertainty  as  to  this  issue,  and 
the  likely  reaction  to  that  uncertainty  by  state  legislatures 
and  regulators  as  well  as  insurance  companies,  were  important 
factors  for  Congress  to  consider  in  its  current  deliberations 
on  repeal  or  reform  of  McCarran-Ferguson. 

I  regret  the  delay  in  responding  to  your  request.   As  our 
staffs  have  discussed,  the  Department  faced  difficulties  in 
responding  due  to  the  breadth  of  the  issues  and  our  reluctance 
to  state  hypothetical  legal  conclusions  that  might  impede  the 
Department's  future  antitrust  enforcement  efforts. 

Whether  current  insurance  industry  practices--particularly 
collective  activities  among  competing  insurers  directly  related 
to  rates--would  be  protected  by  the  "state  action"  defense  is 
an  extremely  broad  question.   State  statutes  bear  most  directly 
on  this  question,  but  regulation  is  also  relevant — the  absence 
of  explicit  statutory  authorization  of  concerted  activities  has 
been  held  not  to  defeat  a  state  action  defense  where  a  properly 
authorized  state  regulatory  commission  used  its  discretion  to 
encourage  such  activities.   Each  of  the  50  states  regulates 
insurance  in  its  own  way.   Such  regulation  varies 
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significantly,  not  only  across  state  lines,  but  also  across  the 
many  personal  and  commercial  lines  of  insurance  in  the 
property/casualty  and  life  and  health  areas.   The  history, 
purpose,  and  extent  of  such  regulation,  as  well  as  the  extent 
to  which  a  given  practice  in  a  given  line  in  a  given  state  that 
might  be  subject  to  antitrust  challenge  is  mandated  or 
authorized  by  such  regulation,  would  all  be  relevant  in 
determining  its  status  under  the  state  action  doctrine. 

Complicating  the  question  is  the  fact  that  the  breadth  of 
the  state  action  doctrine  has  yet  to  be  fully  delimited.   As 
articulated  by  the  Supreme  Court  in  several  recent  decisions, 
to  constitute  "state  action,"  private  conduct  must  be 
(1)  undertaken  pursuant  to  a  clearly  articulated  state  policy 
to  displace  competition,  and  (2)  be  actively  supervised  by  the 
state.   The  Court's  decision  in  the  Southern  Motor  Carriers 
case  1/  makes  clear  that  private  conduct  need  not  be  compelled 
by  state  law  or  regulation  to  satisfy  the  first  prong  of  the 
test.   That  decision  does  not,  however,  definitively  bridge  the 
gap  between  state  "neutrality"  regarding  a  regulated  practice, 
which  has  been  held  inadequate  to  support  a  state  action 
claim,  2/  and  affirmative,  yet  non-compulsory  state  policy  that 
was  held  to  be  adequate  in  the  regulatory  context  at  issue  in 
Southern  Motor  Carriers. 

Further,  with  regard  to  the  second  prong  of  the  state 
action  test,  what  does  or  would  constitute  such  supervision  in 
a  given  context  is  not  yet  clear.   As  indicated  by  the 
Department's  recently-filed  brief  in  the  Patrick  v.  Burqet 
case,  1/  the  Department  believes  that  even  with  respect  to  such 
potentially  procompetitive  and  otherwise  beneficial  conduct  as 
professional  peer  review,  adequate  active  supervision  by  the 
state  must  be  in  place  before  antitrust  immunity  exists. 
Because  regulatory  oversight  of  insurance  company  practices 
appears  to  vary  substantially,  resolution  of  the  active 
supervision  issue  across  the  many  insurance  lines  in  the 
several  states  is  particularly  problematic. 


1/  Southern  Motor  Carriers  Rate  Conference  v.  United  States, 
471  U.S.  48  (1985) . 

2/  Cantor  v.  Detroit  Edison  Co.,  428  U.S.  579  (1976). 

2./      Patrick  v.  Burget,  petition  for  cert,  filed.  Sup.  Ct.  No. 
86-1145  (recommending  that  certiorari  be  granted  and  that  the 
Court  of  Appeals'  decision  be  reversed  on  the  active 
supervision  issue) . 
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I  am  sure  you  will  also  understand  the  inherent  reluctance 
of  the  Department  to  address  hypothetical  legal  questions  that 
could  bear  heavily  on  potential  antitrust  enforcement 
activities.   Faced  with  a  potential  "state  action"  claim  in  one 
of  its  investigations,  the  Department  is  able  to  undertake  a 
full  factual  and  legal  inquiry  and  address  such  a  claim 
specifically  rather  than  in  general  terms.   Particularly  for 
this  reason,  I  must  emphasize  that  our  views  on  the 
McCarran-Ferguson/state  action  question  are  only  tentative  and 
must  not  be  taken  to  bind  any  future  Department  enforcement 
activity  in  a  specific  context. 

Notwithstanding  these  inherent  difficulties  in  considering 
the  extent  of  state  action  uncertainty  that  would  follow 
McCarran-Ferguson  reform  or  repeal,  we  have  surveyed 
knowledgeable  individuals  in  several  states  with  substantially 
differing  insurance  regulatory  schemes.   On  the  basis  of  those 
interviews,  it  appears  that  some  present  insurance  industry 
practices  would  be  protected  in  some  states  by  the  state  action 
doctrine  while  others  would  not  if  the  McCarran-Ferguson  Act 
were  repealed.   Some  practices  could  be  protected  only  if  more 
liberal  interpretations  of  the  Southern  Motor  Carriers  decision 
are  adopted  in  evolving  case  law.   If  Southern  Motor  Carriers 
is  read  more  narrowly,  these  practices  could  be  subject  to 
antitrust  challenge.   It  is  noteworthy  that  some  industry 
practices  that  are  currently  protected  by  McCarran-Ferguson  and 
might  not  be  protected  by  the  state  action  doctrine  do  not 
really  need  antitrust  protection,  because  they  do  not  have 
anticompetitive  effects  and  indeed  may  be  comparable  to 
practices  common  in  other  industries  that  generally  have  not 
been  thought  to  raise  serious  antitrust  concerns.   As  you  know, 
the  Department  will  not  support  repeal  of  the  McCarran-Ferguson 
Act  unless  it  is  clear  in  the  legislation  that  legitimate 
practices  are  legal  under  the  antitrust  laws.   A  more 
particularized  account  of  our  interviews  and  current  thinking 
follows. 

Rate  Regulation 

Many  who  strongly  support  McCarran-Ferguson  repeal  or 
reform  cite  collective  ratemaking  activities,  including  the 
activities  of  the  rate  bureaus,  as  warranting  antitrust- 
oriented  reform.   Roughly  comparable  activities  in  the 
intrastate  motor  vehicle  transportation  industry  were  the  focus 
of  the  state  action  issue  in  Southern  Motor  Carriers.  The 
Supreme  Court's  state  action  inquiry  in  that  case  concerned 
primarily  the  manner  and  extent  of  state  regulation  of  rates. 
We  made  similar  inquiries  during  our  interviews  of 
knowledgeable  state  insurance  regulatory  officials. 
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In  one  state,  Massachusetts,  we  understand  that  insurance 
rates  in  most  lines  essentially  are  set  by  the  state  insurance 
department.   That  department  receives  requests,  information, 
and  advice  from  insurance  companies  and  private  rate  bureaus, 
but  itself  sets  the  final  rates.   Companies  are  required  to 
adhere  to  the  state-made  rates.   It  would  appear  that  this 
process  would  be  largely  protected  from  antitrust  challenge  by 
the  state  action  doctrine. 

Many  states  utilize  a  less  stringent  form  of  rate 
regulation,  generally  referred  to  as  "prior  approval,"  that 
appears  comparable  at  least  in  significant  respects  to  the 
regulatory  schemes  at  issue  in  Southern  Motor  Carriers. 
Insurance  companies,  or  rate  bureaus  acting  on  their  behalf, 
calculate  desired  rates  and  apply  for  permission  to  use  them. 
These  rates,  however,  may  not  be  implemented  without  prior 
regulatory  approval,  a  process  that  can  take  months  and 
includes  public  disclosure  of  the  requested  rate.   Prior 
approval  states  apparently  have  differing  statutes  and 
regulations  regarding  the  role  of  rate  bureaus  and  the  types  of 
information  the  bureaus  may  disseminate  to  their  members. 
Further,  the  degree  of  the  state  regulators'  involvement  in 
setting  the  final  rates  appears  to  vary.   As  indicated  above, 
these  are  factors  that  could  influence  the  state  action 
analysis  of  particular  rate-setting  practices.   The  prior 
approval  feature  of  such  regulation  would  be  important  to  the 
argument  that  the  "active  supervision"  prong  of  the  state 
action  test  is  satisfied. 

Many  other  states  have  various  forms  of  the  so-called  "open 
competition"  rating  system.   These  include  "f ile-and-use, " 
"use-and-f ile, "  and  "flex"  systems.   Companies  in 
"f ile-and-use"  and  "use-and-f ile"  states  do  not  need  prior 
approval  from  the  state  insurance  department  before 
implementing  their  rates,  although  they  must  file  their  rates 
either  in  advance  of  or  simultaneously  with  implementation,  and 
the  state  insurance  department  has  a  given  period  within  which 
to  question  or  suspend  the  new  rates.   "Flex"  rating  is  a  newly 
developed  hybrid  system  that  permits  increases  or  decreases  in 
rates  within  a  fixed  percentage  without  prior  regulatory 
approval.   Prior  approval  is  required  for  changes  of  greater 
magnitude.   We  understand  that  New  York,  for  example,  uses 
"flex"  rating  in  many  lines  of  insurance.   Rate  increases  or 
decreases  of  10  to  25  percent,  depending  on  the  line  of 
insurance,  apparently  may  be  instituted  without  the  state's 
prior  approval.   We  believe  that  the  state  action  status  of 
collective  rate  making  in  "open  competition"  states  would  be 
more  questionable  than  in  "prior  approval"  states.   On  the 
other  hand,  from  a  policy  perspective,  the  Department  prefers 
such  pro-competition,  anti-government-intervention  systems  over 
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all  the  alternatives  except  that  employed  by  Illinois  (see 
below) . 

The  role  of  rate  bureaus  also  varies  among  "open 
competition"  states.   We  understand  that  for  many  lines  of 
insurance  in  New  York  many  smaller  companies  use,  with  fairly 
minor  adjustments,  rates  formulated  by  a  rate  bureau. 
Companies  whose  own  experience  is  too  limited  to  provide  a 
reliable  data  base  apparently  must  use  the  bureau  rate,  while 
larger  companies  may  obtain  recommended  rates  from  a  bureau  but 
must  justify  any  rate  they  request  on  the  basis  of  their  own 
experience.   Each  company  is  required  to  file  its  rates 
independently,  although  we  are  told  that  if  the  insurance 
department  seeks  justification  for  a  newly  filed  rate,  a 
smaller  company  must  rely  on  the  rate  bureau,  which  has  the 
necessary  data,  to  supply  the  supporting  information.   The 
state  insurance  department  is  aware  of  the  rate  bureau's 
activities  and  believes  the  bureau's  services  to  be  important 
to  the  viability  of  many  of  the  smaller  insurance  companies. 
Whether  a  state  had  "affirmatively  expressed"  and  "clearly 
articulated"  a  policy  of  encouraging  the  operation  of  rate 
bureaus  under  such  a  scheme  would  depend  in  part  on  how  broadly 
or  narrowly  the  Southern  Motor  Carriers  holding  was  applied. 
Whether  such  state  involvement  in  rating  would  constitute 
"active  supervision"  sufficient  to  satisfy  the  second  prong  of 
the  state  action  test  is  also  open  to  question. 

We  are  advised  that  Illinois  stands  alone  among  the  states 
in  permitting  insurance  companies  to  set  their  rates  for  most 
lines  of  insurance  with  essentially  no  state  supervision  other 
than  enforcement,  through  periodic  examinations,  of  statutory 
antidiscrimination  provisions.   It  appears  that  there  is  no 
clear  articulation  of  a  state  policy  to  displace  competition  in 
insurance  rating  and  that  rating  apparently  is  not  actively 
supervised  by  the  state.   Thus,  collective  ratemaking 
activities  in  such  a  state  would  be  unlikely  to  derive 
antitrust  immunity  from  the  state  action  doctrine. 

In  short,  our  survey  disclosed  substantial  differences  in 
the  way  insurance  rating  is  regulated  by  the  several  states. 
These  differences  could  be  most  significant  to  the 
determination  whether  private  collective  practices  affecting 
rates  were  immunized  by  the  state  action  doctrine. 

Regulation  of  Other  Collective  Activities 

We  also  inquired  into  state  regulation  of  other  joint 
insurance  company  or  rate  bureau  practices,  such  as  drafting  of 
policy  terms  and  risk  classifications.   Many  states,  including 
California  and  New  York,  have  antidiscrimination  requirements 
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that  reportedly  are  vigorously  enforced  by  the  state  insurance 
department.   Where  a  state  has  an  affirmatively  expressed  and 
clearly  articulated  policy  to  regulate  policy  terms  and  risk 
classifications,  where  policy  terms  and  risk  classifications 
are  actively  supervised  by  the  state,  and  where  joint  action  is 
permitted  and  even  encouraged  by  the  state  as  a  means  of 
promoting  compliance,  a  strong  argument  exists  that  collective 
activities  in  these  areas  would  be  protected  from  antitrust 
scrutiny  by  the  state  action  doctrine. 

In  several  states  various  voluntary  and  involuntary 
programs  have  been  developed  to  address  problems  in  the 
availability  or  af fordability  of  various  types  of  commercial 
insurance.   We  are  informed  that  these  programs  can  be  quite 
successful  in  providing  needed  coverage  where  shortages  have 
developed.   These  programs  have  varying  origins:  some 
involuntary  programs  are  created  directly  by  legislation,  while 
some  are  created  at  the  regulator's  discretion  pursuant  to  a 
statutory  grant  of  authority.   Reportedly,  voluntary  programs 
are  often  created  at  the  instigation  of  state  regulators  as  a 
prompt  and  effective  alternative  to  more  formal,  more 
permanent,  involuntary  programs.   Certainly  many  of  the 
voluntary  programs  operate  with  the  regulators*  blessing.  With 
many  of  these  arrangements,  however,  there  apparently  is  no 
affirmatively  expressed  or  clearly  articulated  state  policy  to 
displace  competition,  especially  where  the  program  is  informal 
and  voluntary  and  where  the  market  failure  that  gave  rise  to 
the  need  for  these  joint  efforts  and  the  joint  solution  are 
expected  to  be  temporary.   Moreover,  the  activities  of  many  of 
these  groups  apparently  are  not  always  actively  supervised  in 
some  states.   In  fact,  we  have  been  told  that  some  state 
regulators,  while  keeping  informed,  otherwise  intentionally 
remain  somewhat  aloof  from  the  daily  operation  of  these 
programs,  hoping  insofar  as  is  possible  to  give  free  rein  to 
market  forces.   In  other  states  regulators  are  active 
participants  in  the  workings  of  voluntary  programs.   It  seems 
that  at  least  some  of  these  programs  would  not  qualify  for 
antitrust  immunity  under  the  state  action  doctrine.   It  should 
be  noted,  of  course,  that  they  generally  may  not  be 
anticompetitive  and  might  not  face  antitrust  liability  even  in 
the  absence  of  McCarran-Ferguson  protection.   Some  such 
programs,  however,  might  present  difficult  antitrust  questions, 
or  at  least  appear  to  present  these  questions,  raising  the 
possibility  of  long  and  expensive  litigation  even  if  the 
ultimate  result  was  a  finding  of  no  antitrust  liability. 

I  hope  our  brief,  necessarily  general  survey  and  comment  on 
the  likely  state  action  status  of  collective  activities  among 
insurers  will  be  of  use  to  you  in  your  consideration  of  the 
issues  that  are  raised  by  the  proposals  to  reform  or  repeal  the 
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McCarran-Ferguson  Act.   The  concern  you  expressed  in  your 
letter  of  April  10,  1987 — that  the  state  action  defense  would 
not  automatically  substitute  for  the  immunity  provided  by  the 
McCarran-Ferguson  Act — appears  to  us  to  be  an  accurate  one.   It 
should  be  noted,  of  course,  that  such  substitutability  is  not 
the  premise  of  the  current  proposals  for  McCarran-Ferguson 
legislation.  As  I  indicated  in  my  statement  to  the 
Subcommittee,  a  key  intention  of  such  proposals  is  to  apply 
presumably  more  restrictive  state  action  standards  to  the 
business  of  insurance  before  immunizing  collective  activities 
from  the  operation  of  the  antitrust  laws.   Whether  the  benefits 
of  doing  so  would  outweigh  the  potential  costs  I  described  in 
my  statement  is  the  key  question  before  Congress. 

Thank  you  for  your  interest  in  the  Department's  views  on 
these  issues,  and  continuing  support  of  effective, 
procompetitive  antitrust  laws  and  enforcement. 

Sincerely, 


Charles  F.  Rule 
Assistant  Attorney  General 
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Mr.  Brooks.  Would  the  gentleman  yield? 

Mr.  Fish.  I  haven't  asked  my  question  yet. 

Mr.  Brooks.  I  understand.  I  was  going  to  say  that  Jim  Rill  did 
not  seem  to  be  adamantly  opposed  to  the  concept  when  he  worked 
for  the  Republicans.  And  the  letter  sounds  more  like  it  was  written 
by  Boyden  Gray. 

Mr.  Fish.  I  am  reading  what  the  Department  said  at  that  time 
and  what  they  identified  as  problems.  I  think  the  word  "problems" 
is  very  appropriate. 

My  question  for  the  witness  is,  are  these  problems  and  concerns 
about  H.R.  9  ones  that  you  also  share? 

Ms.  BiNGAMAN.  Congressman  Fish,  I  haven't  seen  that  particular 
letter.  I  have  reviewed  a  number  of  things  from  the  Department 
history,  but  I  missed  that  particular  thing.  But  I  can  respond  gen- 
erally to  you  based  on  what  I  understood  from  your  summary. 

I  think  that  the  concerns  set  out  there  could  be  addressed  in 
drafting  legislation  that  expressly  set  forth  the  collective  activities 
which  this  committee  found  appropriate.  If  legislative  history  is  be- 
lieved not  to  be  an  adequate  protection,  put  it  in  the  bill.  That 
seems  to  me  to  be  the  answer. 

And  it  is  also  the  answer,  I  might  add,  to  concerns  about  the  ex- 
tent of  State  regulation.  In  other  words,  problems  with — ^the  first 
part  of  your  question  went  to  problems  with  how  far  the  State  ac- 
tion doctrine  extended,  how  much  supervision  there  was,  and  so 
forth.  I  think  that  was  the  gist  of  your  concern.  So  it  seems  to  me 
that  an  appropriately  drafted  bill  that  is  quite  complete  as  to  the 
activities  which  are  protected  and  very  clear  would  solve  both  of 
those  concerns. 

Mr.  Fish.  I  agree  with  you  that  a  lot  of  drafting — I  think  the 
point  I  was  getting  at — ^from  the  letter  that  I  was  reading — was 
that  there  are  serious  defects  in  the  language  of  H.R.  9.  Certainly, 
more  drafting  would  be  a  good  idea. 

The  letter  that  I  was  quoting  from  most  extensively  was  dated 
November  18,  1991,  when  Mr.  Rill  was  the  Assistant  Attorney  Gen- 
eral. And  I  refer  that  letter  to  you.  I  would  be  glad  to  provide  you 
with  a  copy  if  you  would  like  it,  because  I  would  like  to  know 
whether  the  Antitrust  Division  still  sees  the  same  problems  with 
the  specific  language  contained  in  H.R.  9.  The  bill  is  identical  this 
year  to  what  it  was  when  commented  on  by  your  predecessor. 

So  let  me  move  on.  I  would  like  to  discuss  with  you  the  relation- 
ship you  see  between  President  Clinton's  health  care  reform  efforts 
and  this  debate  over  McCarran-Ferguson.  The  health  care  reform 
proposals  often  call  for  health  insurers  to  act  together  in  dealing 
with  certain  high  risks.  So,  if  McCarran  is  repealed  or  significantly 
modified,  couldn't  that  call  into  question  any  type  of  collective  ac- 
tion and  interfere  with  the  cost  containment  goals  of  health  care 
reform? 

Put  another  way,  won't  health  insurers  be  resistant  to  taking  col- 
lective actions  called  for  by  health  reform  proposals  if  the 
McCarran  protections  are  gone? 

Ms.  BiNGAMAN,  As  I  understand  what  you  are  speaking  of,  it  is 
what  we  term  residual  market  mechanisms,  to  be  sure  that  high- 
risk  individuals,  for  whatever  reason,  whether  it  is  a  poor  driving 
record  or  health  record  or  whatever,  are  able  to  receive  insurance. 


55 

Mr.  Fish.  That  is  one  example,  yes. 

Ms.  BiNGAMAN.  Under  standard  antitrust  analysis,  if  there  is 
pooling  in  order  to  offer  a  product  which  would  not  otherwise  be 
available  because  no  one  company  felt  it  could  take  the  risk,  and 
a  pool  is  set  up  in  order  to  allow  the  product  to  be  offered,  that 
is  considered  procompetitive,  because  it  in  fact  creates  a  new  prod- 
uct which  would  not  be  available  to  those  consumers  otherwise. 

So  I  think  the  analysis  put  in  effect  by  the  courts  today  looks  to 
the  economic  impact  of  this  joint  agreement.  Twenty-five  years  ago 
courts  might  have  looked  at  any  agreement  as  per  se  illegal,  and 
concluded  they  shouldn't  talk  to  each  other.  Courts  today  are  much 
more  sophisticated.  They  apply  economic  analysis  and  they  look  to 
the  actual  economic  impact. 

So  my  understanding  is  that  the  kind  of  residual  market  mecha- 
nism in  the  health  field  you  are  addressing  or  any  other  field  would 
be  permitted  under  standard  antitrust  law.  But  I  would  state,  I 
personally  could  not  see  a  problem  if  the  committee  considered  that 
desirable  with  writing  something  in  expressly  covering  such  resid- 
ual market  mechanisms  if  it  makes  a  new  product  available,  that 
otherwise  is  not. 

Mr.  Fish.  I  thank  you  for  that  analysis. 

It  is  my  view  that  the  provisions  are  not  sufficient  with  respect 
to  pooling.  And  the  safe  harbor  language  in  H.R.  9  is  simply  not 
adequate  on  this  point.  I  just  ask  you  if  you  would  address  that. 

At  the  time  he  was  Assistant  Attorney  General,  Rick  Rule  felt 
that  the  State  action  defense  would  not  automatically  be  available 
in  approximately  half  the  States  because  of  their  particular  form 
of  insurance  regulation,  and  therefore  we  should  not  assume  that 
the  State  action  defense  would  automatically  substitute  for 
McCarran  immunity. 

So  we  have  to  look  at  all  types  of  regulation.  We  should  not  as- 
sume that  this  defense  will  be  an  automatic  substitute  for 
McCarran.  How  do  you  suggest  we  address  this  particular  problem 
in  the  legislation? 

Ms.  BiNGAMAN.  Well,  Congressman  Fish,  I  think  the  point  is  you 
wouldn't  want  State  regulation  to  automatically  step  up  and  cover 
everything  McCarran  did,  or  there  would  be  no  point  to  this  effort, 
if  that  were  just  automatic.  I  think  the  idea  of  reform  is  to  inject 
competition  into  this  system  in  the  pricing  of  insurance  and  in 
other  items.  So  I  think  you  would  not  want  State  regulation  to 
automatically  cover  any  gap. 

As  to  the  specific  regulations  in  effect  in  each  of  the  States  right 
now,  I  honestly  can't  speak  to  that.  I  am  not  familiar  with  it. 

Mr.  Fish.  I  am  just  concerned  that  some  of  the  exchanges  that 
are  going  on  now  would  not  be  protected  in  the  future. 

If  I  have  time  for  one  more  question,  I  would  just  like  to  narrow 
it  to  the  smaller  insurers.  There  has  been  a  lot  of  concern  ex- 
pressed over  the  years  that  if  we  repeal  or  modify  McCarran-Fer- 
guson,  it  is  going  to  hurt  the  small  insurers.  And  I  wanted  to  just 
ask  you  about  your  view,  the  concern  about  the  impact  of  H.R.  9 
upon  these  smaller  insurers,  because  certainly  they  won't  have  ac- 
cess to  the  same  actuarial  data  they  now  have. 

Is  that  a  fact  we  should  consider  in  the  drafting  of  this  legisla- 
tion? 
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Ms.  BiNGAMAN.  It  absolutely  is  a  fact  that  is  appropriate  to  con- 
sider. Without  any  question  I  think  this  committee  needs  to  con- 
sider it,  that  we  do,  and  that  the  Congress  does.  It  is  a  central 
issue  here.  And  I  think  what  the  committee  needs  to  address  is 
precisely  what  would  be  available  to  small  businesses  and  how  they 
could  fill  in  the  gaps.  I  think  the  committee  needs  to  do  that  in  as 
much  detail  as  possible,  and  we  do,  too,  in  our  analysis. 

As  I  understand  it,  just  a  quick  overview,  the  historical  loss  data 
which  is  collected,  the  first  element  of  the  four  elements  on  which 
loss  costs  are  currently  computed,  would  remain  available.  As  I  un- 
derstand it,  loss  development  costs  would  also  remain  available. 

So  what  would  not  stay  in  possibly,  but  depending  on  the  safe 
harbors  that  the  committee  ultimately  adopts  as  to  which  we  are 
not  addressing  today,  we  aren't  addressing  H.R.  9  as  such,  we  are 
addressing  the  need  for  reform. 

But  assuming  that  trending,  for  instance,  would  not  allow  the 
adjustment  expense,  I  don't  know  what  the  committee  does  with 
that.  I  can't  predict  that.  Trending  is  a  major  issue,  of  course — and 
we  have  concerns  about  trending,  because  it  creates  the  basis,  a 
major  element  of  the  cost  basis  from  which  price  can  then  be  com- 
puted, and  that  is  our  anticompetitive  gut  issue,  and  our  view  is 
that  trending  needs  to  be  looked  at  very,  very  hard. 

But  the  question  for  small  businesses  is,  is  there  a  way  that  they 
can  economically  and  reasonably  be  expected  to  replace  the 
trending  that  is  currently  done  by  the  service  bureaus  themselves? 
And  as  we  understand  it,  it  is  not  complicated.  It  is  actuarially  a 
reasonably  simple  exercise,  and  it  can  be  replaced.  And  I  think  the 
2-  to  4-year  transition  period  that  is  in  the  bill  seems  like  a  helpful 
thing. 

But  absolutely,  the  impact  of  this  on  small  businesses,  what  they 
would  do  and  how  they  could  get  up  to  speed  and  operate  in  a  dif- 
ferent environment,  is  of  bedrock  importance. 

Mr.  Fish.  I  am  glad  to  hear  that.  Thank  you  very  much. 

Mr.  Brooks.  Mr.  Berman.  The  gentleman  from  California  is  rec- 
ognized out  of  order  because  of  the  special  contribution  he  can 
make  to  this  hearing  and  in  recognition  of  the  tremendous  respon- 
sibilities he  has  on  several  committees  and  areas. 

Mr.  Berman.  Well,  I  thank  the  chairman.  My  apologies  to  all  my 
colleagues  whom  I  am  jumping  ahead  of  in  this  process.  I  just 
wanted  permission  to  have  my  opening  statement  included  in  the 
record,  and  perhaps  somewhat  whimsically  to  make  a  point  about 
the  opposition  to  this  bill  coming  from  the  insurance  industry. 

Several  years  ago  in  what  I  thought  was  a  tortuous  interpreta- 
tion of  the  ERISA  preemption  clause,  the  Supreme  Court  made  a 
decision  that  knocked  down  every  State  common  law  and  statutory 
remedy  for  bad-faith  insurance  practices,  leaving  victims  without 
any  effective  remedy.  This  is  in  the  area  of  employer-sponsored 
benefits  and  health  insurance.  In  a  way,  as  Mr.  Fish  pointed  out, 
this  does  get  into  the  health  insurance  debate  as  well.  So  we  put 
a  iDill  in  to  correct  what  we  felt  was  a  misreading  of  this  preemp- 
tion clause. 

When  Congress  passed  ERISA,  no  one  ever  contemplated,  no  one 
ever  stated  that  all  those  50  State  laws  on  bad-faith  insurance 
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practices  in  employer-sponsored  health  benefits  would  be  elimi- 
nated. 

And,  of  course,  the  health  insurance  industry  came  out  of  the 
woodwork  screaming  and  yelling  about  our  bill  to  restore  State 
remedies.  "We  can't  restore  50  different  regulatory  schemes  on  bad- 
faith  insurance  practices.  Do  you  know  how  confusing  it  is,  do  you 
know  how  unfair  that  is,  do  you  know  how  difficult  that  is  to  deal 
with?"  Yet  this  was  a  situation  in  which  there  was  no  remedy 
against  those  kinds  of  practices,  £ind  therefore  very  little  disincen- 
tive to  make  payments  quickly,  not  to  cancel  policies  arbitrarily  in 
health  insurance  areas,  and  all  these  kinds  of  things. 

So  when  I  hear  them  coming  in  on  this  legislation  as  they  have 
for  a  number  of  years,  sanctifying  the  notion  of  State  regulation 
and  the  antitrust  exemption,  they  sound  sometimes  as  contradic- 
tory and  inconsistent  as  Members  of  Congress. 

I  am  in  strong  support  of  your  bill,  Mr.  Chairman.  Thank  you. 

Mr.  Brooks.  Thank  you  very  much. 

Mr.  Berman.  And  I  welcome  our  new  Assistant  Attorney  Gen- 
eral. I  appreciate  the  testimony  of  the  witnesses. 

Mr.  Brooks.  Mr.  Canady,  the  gentleman  from  Florida. 

Mr.  Canady.  Thank  you,  Mr.  Chairman. 

We  appreciate  your  being  here  today.  The  first  question  I  have 
is  for  Ms.  Bingaman.  Ms.  Bingaman,  can  you  tell  us  when  you  an- 
ticipate that  the  Department  will  have  a  position  on  the  specific 
provisions  of  the  bill  that  the  committee  is  considering? 

Ms.  Bingaman.  I  don't  have  a  date  in  mind.  Having  been  in  office 
a  short  time,  we  have  not  gone  through  every  sentence  and  every 
word.  But  we  hope 

Mr.  Canady.  I  understand  that  from  what  you  said  already.  I  am 
just  wondering,  do  you  have  a  plan  for  getting  to  a  point  where  you 
can  give  us  specific 

Ms.  Bingaman.  We  plan  to  work  closely  with  industry  groups 
and  the  committee.  I  have  been  approached  by  two  or  three  dif- 
ferent groups  here  who  have  said,  we  would  like  to  come  in,  and 
I  have  said,  call  up  and  we  will  see  in  the  next  2  weeks  or  3  weeks. 

We  are  not  dragging  our  feet  on  this.  If  that  is  the  question,  will 
we  do  this  expeditiously,  you  bet.  We  will  do  everything  we  can  to 
make  this  a  priority.  I  don't  have  a  deadline  as  such,  but  this  is 
a  matter  that  needs  to  be  worked  through  with  the  industry. 

This  whole  safe  harbor  issue  and  the  proper  drafting  of  it,  simple 
repeal  would  be  easy,  just  as  the  chairman  said,  draw  the  lines  and 
fight  it  out,  see  who  is  left  standing  at  the  end. 

But  that  isn't  what  we  are  talking  about.  We  are  talking  about 
very  carefully  considered,  really  serious  drafting  here.  And  that 
takes  work.  And  I  am  sure  you  recognize  it  better  than  I  do. 

But  in  any  event,  we  stand  ready  to  work  immediately,  closely, 
continuously,  and  do  everything  we  can  to  do  our  part  of  this  to  the 
extent  our  views  are  desired  and  important.  We  are  ready  to  do 
that. 

Mr.  Canady.  Thank  you. 

Let  me  ask  you  about  one  specific  practice  in  the  industry,  and 
that  is  the  use  of  uniform  forms  and  manuals  by  companies.  Do 
you  believe  that  is  a  practice  that  has  any  benefits  for  consumers? 
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Ms.  BiNGAMAN.  I  don't  have  any  question  that  it  is  a  practice 
that  has  benefits  for  consumers,  in  a  couple  of  ways.  It  has  benefits 
for  the  companies,  too.  I  think  this  is  a  complicated  issue,  frankly, 
a  complicated  policy  judgment,  this  use  of  standard  forms. 

For  consumers,  obviously,  it  allows  them  to  look  at  what  other- 
wise could  be  complex  and  almost  incomprehensible,  potentially, 
and  say,  this  is  apples,  this  is  oranges,  this  is  bananas;  now,  whose 
apples,  orEinges,  and  bananas  do  I  want  to  buy? 

So  it  simplifies  it  for  consumers,  and  that  is  unquestionably  a 
procompetitive  aspect  of  this  that  is  a  benefit.  It  simplifies  the  re- 
porting of  historical  data  for  the  companies,  because  it  allows  this 
historical  loss  data,  which  is  unquestionably  available  under  stand- 
ard antitrust  analyses  in  any  industry,  and  certainly  this  one  also, 
to  be  made  on,  again,  an  apples  and  apples  basis  so  the  data  are 
meaningful. 

On  the  other  hand,  there  is  another  side  to  it,  of  course,  which 
is,  it  stifles  innovation  and  it  stifles  competition  in  the  products 
which  are  being  offered.  In  the  same  way  that  it  standardizes  it, 
makes  it  apples  and  apples,  it  does  keep  you  from  offering  grapes, 
and  somebody  might  want  grapes. 

So  in  most  industries,  certainly  the  banking  industry,  for  in- 
stance, or  the  credit  card  industry,  there  is  no  product  standardiza- 
tion. There  are  all  sorts  of  different  ways  people  can  do  home  loans 
and  mortgages  and  refinance  and  all  kinds  of  things.  The  standard- 
ization imposes  a  real  cost,  because  there  is  not  innovation,  there 
is  not  a  range  of  products.  Company  X  isn't  free  to  say,  hey,  I  have 
a  better  mousetrap,  let's  try  this.  And  that  is  a  problem,  because 
our  whole  economy  is  based  on  that. 

So  I  don't  sit  here  and  tell  you  there  is  a  knee-jerk  answer  to  it, 
because  truthfully  I  don't  have  one.  But  it  is  a  critically  important 
question,  and  I  think  there  are  pros  and  cons  to  it.  That  is  my  hon- 
est assessment. 

Mr.  Canady.  Do  you  have  a  view  on  how  the  bill  would  impact 
on  that  practice? 
Ms.  BiNGAMAN.  Impact  what? 

Mr.  Canady.  On  the  practice  of  using  uniform  forms  and  manu- 
als. 

Ms.  BiNGAMAN.  I  am  not  closely  familiar  with  H.R.  9,  because  we 
didn't  come  here  to  testify  on  H.R.  9  specifically.  I  think  the  stand- 
ard form  issue  is  a  major  issue  on  which  the  committee  needs  to 
decide  whether  a  safe  harbor  is  justified  or  not,  turning  on  policy 
questions  like  the  ones  we  have  talked  about. 
Mr.  Canady.  Thank  you. 

Mr.  Price,  could  you  comment  on  that  same  issue? 
Mr.  Price.  Basically  I  think  H.R.  9,  at  least  as  I  understand  it, 
would  protect,  if  you  will,  the  use  of  standard  forms.  Manuals  may 
be  something  a  little  different,  depending  on  what  level  of  detail 
you  put  into  it.  But  the  standardized  form  in  the  insurance  indus- 
try is  no  different  than  any  other  product  standardization  that  ex- 
ists in  any  other  industry. 

The  first  level  of  protection  lies  in  the  fact  that  the  antitrust 
laws  generally  take  a  very  flexible  approach  to  standardization,  as 
long  as  the  matter  has  a  procompetitive  benefit  which  isn't  out- 
weighed by  the  anticompetitive  effects  which  Ms.  Bingaman  re- 
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ferred  to.  Clearly  the  law  is  not  going  to  interfere  with  legitimate 
product  standardization  activities. 

The  second  part  is  that  many  of  the  standardized  forms  that 
exist  within  the  industry  are  subject  to  detailed  State  regulation, 
and  indeed  in  many  States  are  subject  to  prior  approval  or  some 
other  form  of  review  and  approval,  which  would  qualify  it  for  the 
State  action  defense. 

So  that  on  either  of  those  levels,  to  the  extent  that  there  is  com- 
mercial necessity  for  standardized  forms,  the  antitrust  laws  are, 
one,  sufficiently  flexible  to  accommodate  them,  and  two,  the  State 
regulatory  environment  will  protect  them  where  it  is  necessary  to 
the  proper  functioning  of  the  industry. 

So  I  don't  think  there  is  a  problem  under  H.R.  9  as  it  is  written 
with  respect  to  the  existence  and  use  of  standardized  forms. 

Mr.  Canady.  In  your  view,  in  striking  the  balance  between  the 
procompetitive  effects  and  the  negative  impact  of  the  use  of  stand- 
ardized forms,  where  does  that  balance  in  your  mind?  Is  that,  on 
balance,  beneficial  to  consumers  or  not? 

Mr.  Price.  It  depends  upon  which  segment  of  consumers  you  are 
talking  about.  If  you  are  talking  about  a  consumer  buying  a  per- 
sonal umbrella  policy,  a  car  policy,  or  indeed  even  the  small  busi- 
ness entity  that  is  buying  a  standard  business  policy,  in  those  in- 
stances they  lack  the  adequate  sophistication  to  meaningfully  as- 
sess the  differences  in  the  multitude  of  forms,  unless — and  there  is 
a  significant  "unless" — unless  the  insurance  brokers  and  agents 
who  sell  them  the  forms  are  willing  to  step  up  and  accept  the  addi- 
tional liability  exposure  that  would  be  imposed  on  them  to  exercise 
their  professional  judgment  in  a  manner  that  best  serves  the  inter- 
ests of  their  clients. 

So  one  of  the  things  that  standardized  forms  do  is  provide  a 
happier  environment  for  errors  and  omissions  coverage  for  insur- 
ance agents.  And  the  other  segment  of  the  insurance  consuming 
public  where  you  are  dealing  with  a  sophisticated  purchaser  who 
buys  his  policy  through  the  services  either  of  an  in-house  risk  man- 
ager or  consulting  risk  manager,  standardized  forms  probably  on 
balance  don't  benefit  them,  because  it  minimizes  the  range  of  op- 
tions that  they  can  structure  to  cover  the  specific  risks  represented 
by  their  company,  which  might  be  materially  different  than  the 
structure  of  risks  anticipated  within  a  standardized  form. 

So  on  balance,  it  depends  on  what  segment  of  the  economy  or  the 
purchasing  economy  you  are  looking  at.  But  specifically,  with  re- 
spect to  the  largest  number  of  purchasers,  individuals,  on  balance, 
it  is  probably  both  good  and  necessary. 

Mr.  Canady.  Thank  you. 

Mr.  Price,  I  have  an  additional  question  for  you.  In  your  testi- 
mony you  mention  that  modem  technology  creates  a  different  situ- 
ation than  existed  in  the  era  of  the  McCarran  Act,  when  it  was 
first  adopted. 

What  I  would  like  to  ask  you,  though,  particularly  with  respect 
to  small  and  regional  companies,  isn't  the  situation  here  really  not 
one  that  is  affected  by  exchanges  in  technology,  but  one  that  is, 
most  importantly,  affected  by  access  to  a  broad  range  of  actuarial 
data  or  the  lack  of  access  to  such  a  broad  range  of  data?  And  isn't 


60 

such  a  lack  of  access  to  the  small  and  regional  companies  a  prob- 
lem that  we  have  to  take  into  account  as  we  consider  these  issues? 

Mr.  Price.  Actually,  I  would  like  to  respond  to  that  on  three  dif- 
ferent levels.  The  first  and  somewhat  superficial  level  is  that  in  20- 
odd  years  of  being  an  antitrust  prosecutor,  any  time  an  issue  of 
regulatory  reform  has  come  up,  the  first  person  handed  up  to  the 
table  is  the  small  businessman  who  will,  it  is  claimed,  inevitably 
fail  when  the  protections  of  the  regulatory  environment  disappear. 
Typically,  in  my  experience,  small  businesses  have  thrived  much 
more  so  than  the  bigger  entities.  Frequently,  it  isn't  even  the  small 
businessmen  who  are  putting  forward  their  own  protection. 

The  second  part  of  the  response  is  that  many  of  the  so-called 
small  insurance  companies,  which  by  any  individual's  assessment 
are  reasonably  large  companies  to  begin  with,  are  specialty  niche 
players  in  the  market  that  sell  to  more  homogenous  risks  than  the 
broader  range  of  the  P&C  company  who  attempts  to  serve  the  en- 
tire range  of  the  liability  customers. 

Within  those  specialized  niches  which  they  frequently  tend  to 
write,  they  require  less  access  to  the  broader  range  of  data  rep- 
resented by  the  entirety  of  the  market.  They  understand  their  par- 
ticular niche  to  a  greater  extent  than  any  of  the  people,  including 
ISO,  who  are  preparing  the  kind  of  statistical  reports  that  are 
available  and  frequently  relied  on  by  others. 

So  I  would  say  that  a  significant  segment  of  the  "mom  and  pop" 
market  has  less  need  for  access  to  data  than  do  larger  companies 
selling  a  more  diverse  book  of  business. 

The  third  response  is  that  given  the  advent  of  the  phenomenal 
computing  power  available  even  in  desk  top  environments,  much  of 
the  data  necessary  to  do  the  proper  analysis  of  a  risk  can  be 
downloaded  from  the  service  bureau's  computer  to  the  using  com- 
pany's own  computing  environment,  with  the  proper  software  to 
allow  them  to  do  some  extremely  sophisticated  actuarial  operations 
at  reasonably  cost-effective  rates. 

So  I  think  that  the  advent  of  technology  to  the  extent  they  need 
access,  the  access  is  available  through  the  existing  service  bureau, 
and  the  technology  with  which  to  utilize  that  data  exists  to  allow 
them  to  do  it  in  a  cost-effective  manner. 

Mr.  Canady.  But  the  question  is,  having  the  data  to  begin  with, 
as  I  understand  it,  I  mean,  you  can  have  all  the  software  in  the 
world  but  you  have  to  have  the  data.  The  question  is,  how  will  the 
policy  decisions  we  make  here  interfere  with  their  access  to  that 
data? 

Mr.  Price.  There  is  nothing  that  I  see  in  this  legislation  that  in 
any  way  impedes  the  existence  and  distribution  of  that  data.  I 
mean,  ISO  exists,  it  is  out  there,  it  is  in  business  to  collect  and  sell 
data.  As  far  as  I  know,  the  bulk  of  these  "mom  and  pop"  companies 
are  members  in  good  standing  in  ISO.  I  have  no  reason  to  believe 
that  ISO,  out  of  some  notion  of  increased  antitrust  exposure,  is 
going  to  somehow  discriminatorily  cut  off*  access  to  that  data  by 
mom  and  pop  companies. 

Mr.  Canady.  With  respect  to  the  trending  data,  under  the  provi- 
sions of  the  bill,  that  would  be  phased  out  after  4  years? 

Mr.  Price.  Correct. 
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Mr.  Canady.  So  how  is  that  going  to  affect  these  small  compa- 
nies? 

Mr.  Price.  Trending  is  an  actuarial  operation  they  can  either 
provide  for  themselves  through  inside  employees  or  outside  consult- 
ants. A  number  of  people  do  it.  In  fact,  when  the  municipal  seg- 
ment of  the  P&C  market  was  effectively  cut  off  from  access  to  li- 
ability coverage  in  the  mid-1980's,  one  of  the  reactions  of  munici- 
palities was  to  form  insurance  or  risk  retention  pools  and  to  effec- 
tively become  joint  self-insurers.  Now,  in  order  to  determine  how 
to  assess  the  costs  of  the  retainage  for  the  operation  of  those  pools, 
they  had  to  go  out  and  hire  actuarial  consultants  to  provide  those 
services. 

No  municipality's  cost  of  insurance  went  up  outrageously  simply 
by  reason  of  having  to  go  hire  an  actuary  or  having  to  do  the  analy- 
sis necessary  to  price  the  product  they  were  distributing.  Indeed, 
if  municipalities  on  a  collective  basis  can  go  out  and  do  that,  I  have 
seen  no  reason  why  any  mom  and  pop  company,  many  of  which 
have  $20  to  $40  million  or  more  in  paid-up  surplus,  would  lack  the 
wherewithal  to  make  the  modest  additional  investment  necessary 
to  obtain  actuarial  services.  I  just  don't  see  that  as  a  realistic  limi- 
tation on  their  ability  to  continue  to  function. 
Mr.  Canady.  Thank  you. 
Mr.  Brooks.  Mr.  Mann. 
Mr.  Mann.  Thank  you,  Mr.  Chairman. 
I  want  to  thank  both  of  you  for  being  here  this  morning. 
Ms.  Bingaman,  I  don't  really  have  a  question  except  to  say  that 
I  look  forward  to  your  analysis  and  critique  of  the  specific  provi- 
sions of  H.R.  9,  and  any  suggestions  you  have  for  additional  provi- 
sions or  additional  details  we  ought  to  take  that  into  account  before 
we  move  forward. 

Mr.  Price,  H.R.  9,  as  you  know,  would  eliminate  the  exemption 
to  the  extent  that  insurance  business  is  not  regulated  by  the 
States.  And  I  was  curious  to  know  whether  you  or  your  organiza- 
tion has  attempted  to  undertake  any  analysis  of  what  that  really 
means,  what  is  no  longer  subject  to  the  exemption  in  a  particular 
State. 

Do  you  have  any  analysis  or  information  on  what  this  will  mean 
State  by  State  or  what  it  will  mean  as  to  those  States  that  regu- 
lated intensively  as  compared  to  those  States  that  do  not? 

Mr.  Price.  I  don't  have  detailed  data  to  give  you  on  a  State-by- 
State  basis,  but  I  think  you  have  effectively  already  taken  care  of 
the  problem  perhaps  in  a  way  that  may  or  may  not  have  been  an- 
ticipated as  the  primary  focus  of  the  provision,  by  providing  for  a 
2-  and  4-year  phase-in.  That  transition  period  also  operates  for  the 
benefit  of  the  State  regulators  who  must  adjust  their  activities  to 
a  new  legal  environment. 

One  of  the  things  that  I  know  from  my  own  experience  in  the 
aftermath  of  the  State  of  New  Jersey's  adoption  of  the  Fair  Auto- 
mobile Insurance  Reform  Act  was  the  fact  that  two  things  in  that 
act  caused  concern  on  the  part  of  the  industry.  One,  we  repealed 
their  State  antitrust  immunity  for  the  auto  insurance  segment  of 
the  industry,  and  two,  adopted  a  provision  prohibiting  collective  ac- 
tion for  ratemaldng  purposes  other  than  the  distribution  of  histori- 
cal data. 


75-090  0-94-3 


62 

Now,  by  repealing  the  State  act — not  the  State  action  but  the 
State  antitrust  immunity — there  is  a  catchall  immunity  provision 
in  the  State  act  that  is  in  some  respects  analogous  to  the  State  ac- 
tion doctrine  for  where  it  is  otherwise  permitted  by  law. 

One  of  the  first  things  that  happened,  when  the  industry  realized 
there  was  a  new  liability  exposure  out  there,  is  they  beat  a  path 
to  the  regulator's  door,  sajdng,  Mr.  Regulator,  we  are  now  exposed 
to  liability  for  a  variety  of  things  that  we  previously  did  under  your 
regulatory  umbrella  which  may  now  be  exposed  to  liability  unless 
you  make  adjustments  in  the  regulations  to  more  precisely  define 
what  our  obligations  as  regulated  parties  are. 

So  I  think  that  one  of  the  important  things  to  look  to  is  that 
there  is  an  important  transition  period  during  which  the  industry 
and  the  regulators  will  intensively  review  the  details  of  each 
State's  regulatory  system  and  decisions  will  be  made  by  the  indus- 
try, by  the  regulators,  and  by  the  State  legislatures  as  to  what 
level  of  protection  is  required  in  the  regulatory  environment  of  each 
State. 

So  simply  looking  out  at  the  environment  as  it  currently  exists, 
which  arose  under  the  benign  neglect  of  McCarran,  won't  answer 
the  question,  because  you  are  in  effect  asking  the  same  question 
that  insurance  companies  are  being  asked,  and  that  is  to  predict 
a  future  event. 

Mr.  Mann.  So  we  would  expect  in  many  States  then  that  the  reg- 
ulation would  become  more  intensive  at  the  request,  perhaps,  of 
the  industry? 

Mr.  Price.  That  would  not  surprise  me  at  all. 

Mr.  Mann.  Thank  you,  Mr.  Chairman. 

Mr.  Brooks.  Mr.  Goodlatte,  are  you  ready? 

The  gentleman  from  Virginia  is  recognized. 

Mr.  Goodlatte.  Thank  you,  Mr.  Chairman. 

Ms.  Bingaman,  I  was  interested  to  hear  you  say  the  survival  of 
small  business  is  a  critical  issue.  Do  you  have  any  economic  analy- 
sis that  has  been  conducted  that  would  confirm  your  suspicion  that 
small  insurance  companies  would  not  be  adversely  impacted  by  the 
change  that  is  being  proposed  here? 

Ms.  Bingaman.  I  don't  know.  I  am  not  aware  of  studies  as  such 
conducted  solely  focused  on  small  business.  The  issue  I  am  aware 
of  is  this  question.  The  main  issue  I  am  aware  of  is  whether  they 
can  conduct  trending  on  their  own  through  actuaries  that  they 
hire,  in-house  people,  whether  that  was  possible  if  trending  were 
not  allowed  under  some  McCarran  reform. 

The  information  I  have  is  consistent  with  Mr.  Price's  testimony 
a  few  minutes  ago  that  that  was  not  a  major  problem.  It  wasn't  a 
major  cost  issue.  And  that  it  was  feasible,  and  that  this  transition 
period  of  4  years  for  small  business  would  give  them  ample  time 
to  gain  their  own  experience  side  by  side  with  the  trending  which 
would  be  provided  for  that  4-year  period  by  the  service  bureau. 

So  that  is  the  analysis  that  I  am  aware  of. 

Mr.  GrOODLATTE.  One  of  the  things  that  concerns  me  is  that  every 
time  we  regulate  in  the  Congress — and  let's  make  no  mistake  about 
it,  we  are  not  simply  talking  about  changing  the  antitrust  exemp- 
tions here.  We  are  opening  up  the  door  to  the  Federal  Trade  Com- 
mission— the  door  that  leads  to  substantial  regulation  of  the  insur- 
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ance  industry  by  the  Federal  Government.  Every  time  we  do  that, 
oftentimes  it  has  severe  unintended  consequences  by  not  conduct- 
ing economic  impact  studies,  by  not  having  some  idea  in  advance 
of  the  consequences  of  the  actions  that  we  take. 

I  am  concerned  that  the  insurance  industry  is  very  different  from 
a  lot  of  the  other  industries.  It  is  not  like  selling  soap  or  ham- 
burgers or  automobiles,  because  every  single  insurance  policy  is  dif- 
ferent from  every  other  insurance  policy,  because  of  the  risk  factor 
involved. 

Do  you  have  any  comments  on  that? 

Ms.  BiNGAMAN.  I  agree  with  you,  it  is  different  from  a  lot  of  busi- 
nesses, but  it  is  similar  to  some  businesses,  too.  It  is  similar  it 
seems  to  me  in  some  ways  to  banking,  in  which  small  banks  take 
on  credit  risks  one  at  a  time,  and  they  have  to  individually  size  up 
the  likelihood  of  that  particular  borrower  defaulting  and  assess  a 
multitude  of  factors  and  weigh  it.  It  is  very  much  a  judgmental 
thing,  and  if  they  are  wrong  they  may  be  wrong  for  a  lot  of  money. 

So  there  are  other  small  businesses  who  deal  with  assessing  risk 
on  a  future  basis,  who  don't  have  broad  antitrust  exemption  and 
who  in  fact  function  on  a  stand-alone  basis  and  stay  in  business. 
So  that  suggests  to  me  it  is  not  quite  as  unique  as  it  might  sound. 

Mr.  GOODLATTE.  I  can  certainly  see  a  similarity  to  the  banking 
industry,  but  I  cannot  see  that  regulation  of  the  banking  industry 
has  been  a  resounding  success. 

Ms.  BiNGAMAN.  But  on  the  competition  front,  we  are  talking 
about  antitrust  exemptions.  The  banking  industry  issues  you  are 
talking  about  are  totally  different  from  antitrust.  On  the  antitrust 
front,  I  would  think  there  has  been  success,  honestly.  I'm  not 
aware  of  any  real  failures  in  that  regard.  I  think  it  has  been  a  pret- 
ty impressive  record  of  success. 

Mr.  GoODLATTE.  I  am  concerned  about  opening  Pandora's  box, 
though,  getting  into  this  area. 

Mr.  Price,  why  is  it  that  the  States  with  the  greatest  degree  of 
regulation  of  the  insurance  industry  are  the  States  that  have  the 
highest  insurance  cost  to  consumers? 

Mr.  Price.  I  am  not  sure  if  there  is  a  corollary  there  or  not  and 
I  have  not  made  a  study  of  it  to  know.  Coming  from  one  of  those 
States  that  has  high  costs  and  lots  of  regulation,  if  somebody  finds 
an  answer,  I  would  sure  like  to  know  it. 

Mr.  GooDLATTE.  I  would,  too,  before  we  vote  on  a  bill  that  effec- 
tively encourages  greater  regulation  and  opens  the  door  for  Federal 
regulation  in  the  case  of  those  States  who  have,  in  the  wisdom  of 
their  legislatures,  not  seen  the  need  to  regulate  the  insurance  in- 
dustry as  much  as  some  other  States,  Heavy  regulation  has  driven 
a  lot  of  insurers  out  of  those  markets. 

I  would  hope  that  as  you  continue  your  tour  of  the  insurance  cap- 
itals, you  would  come  down  to  my  neck  of  the  woods,  where  I  would 
like  it  take  you  to  Stanton  and  Harrisonburg  and  Roanoke  and 
Lynchburg  where  we  have  some  very  small  insurance  companies  in 
some  very  small  buildings. 

Mr.  Price.  Actually  I  have  been  in  all  those  places  but  not  for 
the  purpose  of  visiting  insurance  companies. 
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Mr.  GOODLATTE.  Well,  they  are  there,  and  they  employ  hundreds, 
if  not  thousands  of  people  in  my  district,  and  I  am  concerned  about 
them. 

Thank  you. 

Mr.  Scott  [presiding].  Thank  you. 

I  just  had  a  couple  of  comments  to  make  before  I  ask  a  question 
or  two.  I  wanted  to  introduce  a  letter  from  the  attorney  general  of 
the  Commonwealth  of  Virginia  into  the  record.  I  will  just  read 
parts  of  it. 

He  is  recommending — ^he  says,  "Former  Attorney  General  Mary 
Sue  Terry  and  I  have  followed  this  bill  with  the  greatest  of  inter- 
est, and  I  am  pleased  to  recommend  your  support  for  this  measure. 
You  will  recall  Attorney  Greneral  Terry  placed  a  high  priority  on 
protecting  the  citizens  of  Virginia  and  the  economy  of  the  Common- 
wealth from  unfair  and  anticompetitive  business  practices  both 
through  enforcement  of  the  antitrust  laws  and  the  development  of 
public  policy  initiatives.  Consistent  with  that  interest,  she  rec- 
ommended in  the  1987  Session  of  the  Virginia  General  Assembly 
House  Joint  Resolution  330  .  .  .  memorializing  Congress  to  repeal 
the  insurance  industr^s  exemption  from  federal  antitrust  laws. 
The  Greneral  Assembly  enthusiastically  supported  that  resolution, 
joining  a  diverse  group  of  public  officials,  business  leaders,  and  citi- 
zen advocates  who  urged  Congress  at  that  time  to  adopt  repeal  leg- 
islation." 

And  without  objection,  I  would  like  this  letter  and  the  accom- 
panying resolution  to  be  entered  into  the  record. 

[The  information  follows:] 
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CX)MMONWEALTH  of  VIRQINIA 

*^— '  Richmond  232J9  nZO^TJSZ^^^i 

■M  TH-iort 

July  28,    1993 

The  Honorable  Robert  C.  Scott 

United  States  Houee  of  Representativee 

501  Cannon 

House  Office  Building 

Naahington,    D.C.   20515 

Re:  H.R.    9 

Dear  Congressman  Scott: 

I  am  vTriting  in  response  to  your  request  for  a  reconimendatiem 
regarding  H.R.  9,  legislation  pending  before  Congress  to  modify  the 
insurance  industry's  antitrust  exeiqption  under  the  McCarran- 
Ferguson  Act  of  1945.  Former  Attorney  General  Mary  Sue  Terry  and 
I  have  followed  this  bill  with  interest,  and  I  am  pleased  to  have 
an  opportunity  to  recommend  your  support  for  this  measure. 

You  will  recall  that  Attorney  General  Terry  placed  a  hi^ 
priority  on  protecting  the  citizens  of  Virginia  and  the  economy  of 
the  Commonwealth  from  unfair  and  anticompetitive  business  practices 
both  through  enforcement  of  the  antitrust  laws  and  the  development 
and  promotion  of  public  policy  initiatives.  Consistent  with  that 
interest,  she  recommended  to  the  1987  Session  of  the  Virginia 
Qeneral  Assembly  House  Joint  Resolution  No.  330  (eoclosed) 
memorializing  Coogress  to  repeal  the  insurance  industry's  axenqption 
from  the  federal  antitrust  laws.  The  General  Assembly  enthusias- 
tically supported  that  resolution,  joining  a  diverse  group  of 
p\iblic  officials,  business  leaders,  and  cltiEen  advocates  idio  urged 
Congress  at  that  time  to  adopt  repeal  legislation. 

Although  H.R.  9  now  represents  an  effort  to  modify  in  certain 
respects,  rather  than  conpletely  repeal,  the  broad  iimnunity  from 
the  antitrust  lavs  granted  to  insurers,  it  is  a  meaningful  step  in 
the  right  direction.  Therefore,  consistent  with  the  positions  of 
both  my  predecessor  and  the  National  Association  of  Attorneys 
General,  I  recoonend  that  you  support  passage  of  H.R.  9. 


Please  do  not  hesitate  to  contact  me  if  ray  Office  can  provide 
you  any  additional  information  regarding  this  recommendation. 

Very  truly  yours, 


Stephen  D.  Rosenthal 
Attorney  General 
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GENERAL  ASSEMBLY  OF  VIRGINIA  -  1S87  SESSION 

HOUSE  JOINT  RESOLUTION  NO.  S30 

Memortalixing  Congnss  to  repeal  the  Utsurance  industry's  exemption  from  federal  antitrust 
taws. 

Agreed  to  by  the  House  of  Delegates,  February  4.  1987 
Agreed  to  by  Oie  Senate.  February  24.  1W7 

WHEREAS,  tbe  Sbermao  Act.  the  Claytoa  Act.  and  deculonai  law  prescribe  the 
appropriate  standards  of  conduct  for  competlag  businesses  and  for  Individual  firms 
acqolriag  and  exercising  market  power  in  tbe  United  States:  and 

WHEREAS,  those  laws  prx)talbit  activities  In  restraint  of  trade  that  have  repeatedly  been 
shown  to  be  harmful  to  the  economy  and  Injurious  to  consumers:  and 

WHEREAS.  In  1M4  the  Supreme  Court  determlneil.  In  umted  states  v.  SouthEastmm 
Uaderwrttert ,  322  U.S.  533.  that  the  business  of  Insurance  constitutes  commerce  within  tbe 
8cop«  of  the  antttnat  laws;  and  ..    .    .^       «  ^     .    ^ 

WHEREAS,  In  IMS,  Congress,  apprehensive  about  the  effect  of  South-Eastem 
unaentfritert  on  the  powers  of  State  to  tax  and  regulate  Insurance,  adopted  the 
McCarrao-Ferguson  Act  (IS  U^.C  (§  1011-1015).  granting  the  Insurance  industry  broad 
exemptlona  from  moat  provisions  of  the  Sherman  and  Clayton  Acts,  Including  the 
proacriptlons  against  such  anticompetitive  practices  as  price-fixing,  agreements  not  to 
compete,  mon(qK>Uation.  tying  agreements,  and  a  wide  range  of  other  conduct  that  b 
unlawful  fbr  oearQr  every  firm  outside  the  insurance  industry:  and 

WHEREAS,  subsequent  developments  in  antitrust  law  have  made  It  clear  that  nothing  In 
the  Sherman  and  CUytoc  Acts  would  hinder  the  exercise  of  traditional  state  powers  of 
taxation  and  regulation,  including  price  regulation,  making  the  McCarran-Fergnsoo  Act 
nonec^sary  fbr  the  purposes  that  originally  motivated  Congress  to  enact  it;  and 

WHEREAS,  it  Is  also  clear  that  nothing  in  the  aatitnist  laws  prohibits  insurers  from 
sharing  Information  on  losses  in  order  to  price  their  product,  or  from  engaging  in 
reinsurance  and  other  rlsk-sbarlng  Brrangemeols  common  to  the  industry,  making  the 
McCamn-t^'erguson  Act  nnoecesaiy  to  the  le^tlmate  needs  of  the  insurance  industry;  and 

WHEREaIs.  the  Insurance  Industry  is  critical  to  the  national  economy,  with  Americans 
paying  over  $140  bUllen  per  year  in  premiums  on  property  and  casualty  insurance  alone, 
and  with  insurance  behig  a  necessity  for  many  enterpriaes;  and 

WHEREAS,  seHoos  questtoos  have  been  raised  about  the  current  crisis  In  liability 
insurance  and  whether  the  unavailability  of  Insurance  to  many  governments  and  businesses 
is  the  product  of  tbe  Industry's  antitrust  exemption;  now.  therefore,  be  it 

RESOLVED,  by  tbe  House  of  Delegates,  the  Senate  concurring,  That  the  General 
Asaembly  of  the  commonwealth  of  Virginia  does  hereby  memorialize  the  Congress  ol  tbe 
United  States  to  repeal  the  immunity  from  the  antitrust  laws  granted  to  tbe  Insurance 
industiy  and  to  subject  insurance  companies  to  the  rules  of  the  competitive  marketplace 
appUcable  to  other  Anns,  recognizing  tbe  historic  right  of  the  states  to  regulate  and  tax  the 
business  of  Insurance;  and.  be  It  ^  .  .         ,^       .       . 

RESOLVED  FURTHER,  That  the  Oerk  of  the  House  of  Delegates  transmit  copies  of 
this  rvsolution  to  the  Speaker  of  the  United  States  House  of  Representatives,  the  President 
of  the  United  states  Senate,  and  the  members  of  the  Virginia  delegation  to  the  Congress  in 
order  that  they  may  be  apprised  of  the  sense  of  the  General  Assembly. 
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Mr.  Scott.  To  both  of  the  panelists,  I  assume,  if  there  is  ample 
competition,  the  free  marketplace  will  take  care  of  any  problems  in 
pricing  and  making  insurance  available.  Is  that  an  accurate  state- 
ment? 

Ms.  BiNGAMAN.  That  is  a  core  belief  of  the  American  economy, 
and  I  believe  it,  yes. 

Mr,  Scott.  What  happens  in  those  lines  of  insurance  where 
there  is  not  adequate  competition?  There  are  a  number  of  lines  of 
insurance  where  you  may  only  have  one  or  sometimes  two  carriers 
that  are  not  competing  vigorously,  and  the  businesses  that  need 
the  insurance  are  somewhat  stuck  with  whatever  the  price  is. 

How  do  you  deal  with  a  situation  if  you  are  relying  on  competi- 
tion if  there  is  in  fact  no  competition  in  those  lines? 

Ms.  BiNGAMAN.  How  do  you  inject  more  competition  into  the 
marketplace? 

Mr.  Scott.  How  do  you  regulate  the  industry  to  make  sure  it  is 
available  at  a  fair  price,  and  that  the  insurance  companies  aren't 
gouging? 

Ms.  BiNGAMAN.  We  rely  on  competition  in  this  country  to  be  sure 
that  people  aren't  price  gouging.  The  basic  methodology  we  have 
believed  in,  as  we  have  said  here  a  couple  of  times,  for  a  hundred 
years  is  to  be  able  to  go  to  Joe  Blow  down  the  street,  if  you  don't 
like  the  price  of  Sam,  walk  on  down  the  street,  keep  walking  until 
you  find  a  better  price. 

The  problem  is,  if  the  costs,  the  overwhelming  majority  of  the 
cost  of  the  product  being  priced  is  known  to  all  the  competitors  so 
that  they  sdl  know  the  price,  and  they  all  can  infer  the  price,  I 
should  say,  quite  simply,  which  is  the  argument  used  about  the 
problem  for  trending,  then  it  deflates  and  depresses  the  competi- 
tion necessary  to  get  goods  at  a  low  price.  That  is  just  about  all 
there  is  to  it.  It  tends  to  stabilize  prices,  because  you  have  very 
fundamental  cost  factors  which  are  shared  in  common  and  known 
to  each  other. 

So  as  I  understand  it.  Congressman,  a  major  purpose  of  reform 
of  McCarran-Ferguson  is  to  inject  elements  of  competition  into  this 
very  crucial  industry  for  all  consumers  in  this  country,  business, 
individuals  alike. 

Mr.  Scott.  Mr.  Price. 

Mr.  Price.  The  first  level  of  answer  is,  if  in  reality  you  have  a 
very  limited  number  of  sellers,  one  or  two  or  maybe  even  one,  for 
a  particular  class  of  insurance,  and  if  in  fact  they  are  charging  a 
price  that  is  excessive  in  relationship  to  the  risk  exposure,  the  in- 
surance industry  generally  doesn't  have  any  substantial  barriers  to 
entry.  Once  you  are  in  the  industry  writing  a  significant  book  of 
business  with  respect  to  one  line,  the  incremental  cost  of  moving 
into  another  line  probably  wouldn't  prohibit  you  from  simply  saying 
that  if  it  is  in  fact  excessive,  that  that  would  simply  attract  entry, 
and  that  the  entry  would  discipline  the  excessive  prices. 

If  there  is  some  reason  peculiar  to  the  risk  or  the  market  that 
would  not  allow  or  permit  this  additional  entry,  then  it  becomes  a 
question  probably  for  State  public  regulation  to  focus  on  whether 
the  monopolist,  if  you  will,  both  enjoys  a  position  of  substantial 
market  power  and  is  exercising  that  power  in  a  way  that  is  harm- 
fiil  to  the  public,  and  take  appropriate  action  within  that  context. 
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Mr.  Scott.  Thank  you. 

Mr.  Inglis. 

Mr.  Inglis.  Thank  you,  Mr.  Chairman. 

One  of  the  things  that  I  am  becoming  very  aware  of  is  that  spe- 
cific legislation  is,  of  course,  borne  out  of  broad  philosophical  points 
of  view.  And  the  question  I  would  like  to  ask  both  of  the  witnesses 
is,  given  the  general  reputation  of  this  committee  as  somewhat 
maybe  even  significantly  to  the  left  of  the  political  center,  and  the 
fact  that  the  Clinton  administration  notwithstanding  comments 
prior  to  November  3,  1992,  has  proven  to  be  significantly  to  the  left 
of  the  political  center,  can  you  assure  me  that  what  we  are  not 
talking  about  here  is  really  two  things:  one,  an  opportunity  to  grow 
the  Grovemment,  the  Federal  Government,  and  to  build  some  more 
buildings.  I  must  say  about  those  buildings  in  Omaha,  Jackson- 
ville, and  Hartford,  probably  none  are  as  expensively  constructed 
as  the  one  in  which  we  reside  now,  and  none  have  rooms  more  ex- 
pensively appointed  than  the  one  we  are  in  now. 

But  based  on  that,  those  observations  about  the  philosophical 
view  here,  can  you  assure  me  that  this  isn't  an  opportunity  to  grow 
a  role  for  the  Federal  Grovemment  to  supplant  State  regulation?  As 
the  chairman  indicated,  he  has  very  little  regard  for  the  State  reg- 
ulators. 

And  second,  isn't  this  really  an  important  program  for  the  Trial 
Lawyers  Association.  Isn't  that  really 

Ms.  BiNGAMAN.  Let  me  dispute  every  single  point  you  started 
with.  I  don't  buy  any  single  one  of  your  premises. 

Number  one,  I  have  no  knowledge  about  this  committee.  I  can't 
speak  to  that.  But  your  characterization  of  it  as  significantly  left 
of  center  of  the  American  people,  I  don't  think  I  buy  it. 

I  do  have  knowledge  about  the  President,  and  I  absolutely  do  not 
remotely  buy  your  characterization  of  him  as,  quote,  left  of  center, 
I  think  that  is  fundamentally  wrong.  The  President  is  doing  the  ab- 
solute middle-of-the-road  thing  the  people  want,  which  is  getting 
the  deficit  cut.  So  that  is  number  two. 

Number  three,  this  is  not  an  opportunity  to  grow  the  Federal 
Government.  This  is  about  competition  between  businesses.  The 
Federal  Government  was  set  up — ^the  Antitrust  Division  of  the  Fed- 
eral Government  is  set  up  to  ensure  that  competition  works.  We 
are  here  to  see  that  competition  works  without  intervention  of  gov- 
ernment. 

The  fundamental  idea  of  the  Sherman  Act  is  that  we  don't  have 
government  regulation  except  to  be  sure  that  competition  is  work- 
ing. 

So  the  fundamental  premise  of  this  bill  is  about  private  competi- 
tion. And  I  could  not  disagree  more  with  just  about  everything  you 
said. 

Mr.  Inglis.  Do  you  not  agree  it  would  require  more  Federal  regu- 
lators in  order  to  implement  what  you  are  talking  about? 

Ms.  BiNGAMAN.  I  dispute  that  1,000  percent.  I  disagree  totally 
with  that. 

Mr.  Inglis.  So  in  other  words  we  would  not  be  supplanting  any 
State  regulations,  so  that  we  would  not  be  creating  any  new  Fed- 
eral regulations? 
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Ms.  BiNGAMAN.  No.  Not  one  dime  or  dollar  to  the  Federal  budget 
is  needed  because  of  this  bill,  that  I  have  ever  heard  of  or  been 
aware  of,  and  I  dispute  any  notion  of  that. 

Mr.  Inglis.  That  just  doesn't  stand  to  reason.  If  we  are  expand- 
ing the  scope  of  a  Federal  law 

Ms.  BiNGAMAN.  We  are  not  expanding  the  scope  of  the  Federal 
law.  We  are  narrowing  the  scope  of  an  exemption. 

Mr.  Inglis.  The  effect  is  the  same,  I  would  submit. 

Ms,  BiNGAMAN.  No,  it  is  not.  We  are  not  adding  regulation.  We 
are  saying  competition — ^let  me  tell  you  what  the  fundamental 
premise  of  the  Sherman  Act  is.  It  is  that  private  businesses  out 
there  in  the  economy  compete  with  each  other  and  you  don't  need 
regulation.  The  Communists  went  the  other  way.  They  said,  we  are 
going  to  tell  everybody  what  to  do  with  massive  regulation.  We  are 
totally  and  completely  and  fundamentally  opposite  from  that  as  a 
country.  And  we  as  £in  Antitrust  Division  are  totally  opposite  from 
that. 

We  are  only  300  lawyers  for  the  whole  U.S.  economy.  If  that 
strikes  you  as  massive  regulation  for  a  six  trillion  dollar  economy, 
I  don't  think  it  is. 

Mr.  Inglis.  For  those  300,  then,  after  the  exemption  is  repealed 
and  the  State  regulators  are  put  out  of  their  oversight  responsibil- 
ities that  the  chairman  said  he  doesn't  believe  they  are  exercising, 
do  you  not  think  there  will  be  a  few  more  regulators  needed  at  the 
Federal  level  to  do  what  the  State  regulators  used  to  be  doing? 

Ms.  BiNGAMAN.  Congressman,  you  have  said  the  only  time  I  have 
heard  it  said  today  and  the  only  time  I  have  ever  heard  it  said  that 
State  regulators  are  going  to  be  put  out  of  business.  I  don't  think 
that  has  ever  been  said.  I  don't  think  that  is  true. 

State  regulators  stay  in  business  with  this  bill.  State  action  law 
remains  the  same.  Insurance  companies  can  go  to  them  for  regula- 
tion. I  mean,  nothing  changes  about  State  regulation.  They  are  not 
being  obliterated.  Nothing  is  being  added  to  the  Federal  Govern- 
ment. We  are  simply  saying,  compete  more  in  whatever  areas  are 
not  safe  harbored. 

To  imply  that  this  bill  means  massive  regulation  by  the  Federal 
Government  is  simply,  flatly,  totally  wrong.  It  really  is. 

Mr.  Inglis.  I  can't  imagine  that  you  wouldn't  concede,  though, 
that  if  you  repeal  an  exemption,  it  thereby  becomes  a  larger  role 
for  the  Federal  Government,  that  doesn't  necessitate 

Ms.  BiNGAMAN.  There  becomes  a  role  for  competition.  Businesses 
compete  with  each  other.  The  Federal  Government  doesn't  regulate 
every  corner  grocery  store  because  the  Sherman  Act  applies  to  it. 
Those  grocery  stores  conduct  their  own  businesses  as  they  see  fit. 
They  sell  green  beans  for  19  cents,  this  guy  sells  them  for  2  cents. 
You  call  that  regulation  by  the  Federal  Government?  Not  at  all. 
That  is  competition.  That  is  what  this  is  about. 

And  what  we  are  sajdng  is,  we  think  insurance  companies  should 
have  to  compete  the  same  way  the  comer  grocery  store  does,  by  fig- 
uring their  own  costs,  figuring  their  own  prices,  and  offering  prod- 
ucts in  competition.  That  is  not  regulation.  That  is  competition. 

Mr.  Inglis.  I  just  think  it  would  be  interesting — over  time,  if  this 
bill  is  passed,  it  would  be  interesting  to  chart  the  growth  of  any 
Federal  Government  bureaucracies  that  may  accrue  as  a  result  of 
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this,  and  it  will  be  very  interesting  to  see — I  cannot  imagine  that 
they  would  not  grow.  It  just 

Ms.  BiNGAMAN.  I  cannot  imagine  that  they  will.  So  you  and  I  are 
fundamentally  at  odds,  is  all  I  can  say. 

Mr.  INGLIS.  Let  me  ask  you  something.  The  bill  specifically  says 
that  the  FTC  would  regulate  the  trade  practices  of  the  insurance 
industry.  Do  you  not  assume  they  will  hire  a  few  more  people  at 
the  FTC  to  do  that? 

Ms.  BiNGAMAN.  No. 

Mr.  Inglis.  So  everybody  at  the  FTC  is  not  at  maximum  utiliza- 
tion, then?  In  other  words,  if  we  are  going  to  add  regulation  at  the 
FTC  level,  do  you  not  admit  that  there  would  be  additional  people 
employed  and  there  will  be  an  additional  role  for  the  Federal  Gov- 
ernment? 

Ms.  BiNGAMAN.  I  don't  admit  that  at  all.  I  will  tell  you  in  my  ten- 
ure— well,  you  manage  a  business  by  managing  it  by  priorities. 
Managing  a  government  division  is  no  different  than  managing  a 
business. 

Mr.  Inglis.  I  would  submit  there  is  a  difference.  Business  has  a 
bottom  line.  Government,  there  is  no  such  thing  as  a  bottom  line. 
That  is  the  essential  problem. 

Ms.  BiNGAMAN.  You  and  I  disagree  on  that  also.  The  bottom  line 
is  accountability  to  the  public,  your  effectiveness  as  an  agency  and 
what  product  you  deliver,  and  you  are  judged  by  that  every  day, 
as  you  absolutely  should  be. 

Mr.  Scott.  The  gentleman's  time  has  just  about  expired. 

Mr.  Inglis.  I  yield  back  the  balance. 

Mr.  Scott.  Thank  you.  Thank  you  very  much. 

We  will  go  on  to  the  second  panel.  We  appreciate  your  testimony. 

The  next  panel  consists  of  Robert  Vagley  and  Eric  Gustafson. 

Mr.  Brooks  [presiding].  The  first  witness  on  this  panel  will  be 
Robert  Vagley,  president  of  the  American  Insurance  Association, 
who  has  been  making  a  commendable  effort  in  the  cause  of  reason- 
able McCarran  reform. 

We  will  next  hear  from  Mr.  Eric  Gustafson,  a  weight  lifter  who 
will  testify  on  behalf  of  the  Independent  Insurance  Agents  of  Amer- 
ica, of  which  he  is  president.  While  others  in  the  industry  may  as- 
sert that  they  represent  the  small  business,  Mr.  Gustafson  has 
lived  the  life  of  a  small  businessman.  He  knows  the  small  niche 
players  and  the  potential  they  have  to  help  the  American 
consumer. 

Gentlemen,  we  thank  you  for  being  with  us.  I  hope  you  will  limit 
your  comments  to  5  minutes.  We  will  accept  all  of  your  statements 
for  the  record. 

Mr.  Vagley. 

STATEMENT  OF  ROBERT  E.  VAGLEY,  PRESmENT,  AMERICAN 

INSURANCE  ASSOCIATION 

Mr.  Vagley.  Thank  you  very  much,  Mr.  Chairman,  members  of 
the  subcommittee.  Ladies  and  gentlemen,  good  morning.  My  name 
is  Robert  Vagley.  I  am  president  of  the  American  Insurance  Asso- 
ciation. I  am  also  very  pleased  to  be  here  this  morning  to  discuss 
with  you  our  mutual  interest  in  solving  the  longstanding  debate 
over  the  scope  of  the  McCarran-Ferguson  Act. 
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Although  the  McCarran  debate  has  at  times  been  characterized 
by  intense  acrimony,  I  would  like  to  take  this  opportunity  to  thank 
you,  Chairman  Brooks,  for  your  willingness  to  work  to  develop  a 
constructive  approach  to  dealing  with  this  important  public  policy 
issue. 

As  members  of  this  subcommittee  are  well  aware,  McCarran-Fer- 
guson  is  the  law  enacted  in  1945  which  entrusts  the  regulation  of 
insurance  to  the  States.  Most  of  the  recent  public  policy  debate, 
however,  has  centered  around  the  act's  antitrust  provisions,  which 
provide  an  exclusion  from  the  Federal  antitrust  laws  for  the  busi- 
ness of  insurance  to  the  extent  it  is  regulated  by  State  law.  No  ex- 
clusion exists  for  acts  of  boycott,  coercion,  or  intimidation. 

ALA  firmly  believes  that  the  protections  afforded  by  the 
McCarran-Ferguson  Act  have  helped  shape  the  insurance  industry 
into  a  highly  competitive,  innovative  provider  of  essential  consumer 
services.  However,  we  also  understand  that  the  act  has  allowed 
questions  to  be  raised  about  industry  behavior,  both  by  this  body 
and  by  the  public  at  large. 

I  believe  it  is  possible  to  amend  McCarran-Ferguson  in  a  manner 
that  resolves  those  questions  without  destroying  the  ability  of  the 
industry  to  engage  in  critical  collective  activities  that  enhance  com- 
petition. And  I  believe  that  the  chairman  shares  these  goals  as 
well. 

In  previous  testimony  before  the  subcommittee,  AIA  has  repeat- 
edly expressed  its  views  about  the  major  problems  presented  by 
H.R.  9.  But  my  purpose  today  is  not  to  focus  on  these  problems. 
They  have  been  well  discussed.  Rather,  I  wanted  to  express  to  you 
again,  Mr.  Chairman,  our  desire  to  work  with  the  subcommittee  to 
develop  consensus  legislation  for  amending  the  McCarran-Ferguson 
Act,  to  achieve  as  you  earlier  described,  balanced  reform,  what  Ms. 
Bingaman  described  as  thoughtful,  careful  reform,  and  in  all  events 
to  provide  broader  markets  for  the  business  of  insurance. 

In  1991  ALA  developed  a  proactive  policy  for  amending  the 
McCarran-Ferguson  Act.  We  support  the  establishment  of  safe  har- 
bors for  certain  essential  business  activities,  areas  that  need  to  be 
addressed  in  order  to  reconcile  the  several  and  legitimate  compet- 
ing concerns. 

Specifically,  safe  harbors  would  be  provided  for  the  collection  and 
dissemination  of  data,  including  historical  data,  loss  development 
and  trending;  form  standardization;  joint  underwriting  and  pooling; 
and  fire  inspection  and  data  development. 

Activities  within  the  safe  harbors  would  be  subject  to  current 
antitrust  standards  under  McCarran-Ferguson.  That  is  to  say,  they 
still  would  have  to  be  undertaken  pursuant  to  a  State's  insurance 
regulatory  law,  and  would  be  subject  to  McCarran's  current  prohi- 
bition against  boycotts,  coercion,  and  intimidation. 

For  activities  that  fall  outside  the  safe  harbors,  both  the  Sher- 
man and  Clayton  Acts  would  apply  as  would  all  rules  of  general 
antitrust  applicability. 

However,  the  FTC  Act  would  not  be  applicable  to  the  business 
of  insurance,  as  is  the  case  under  current  law.  A  reasonable  transi- 
tion period  would  be  provided  in  order  to  permit  both  large  and 
small  companies  to  conform  their  business  practices  to  the  new 
antitrust  environment. 
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We  believe  that  the  AIA  approach  is  a  constructive  means  to  ad- 
dress the  legitimate  concerns  of  the  law's  critics  while  safeguarding 
the  industry's  essential  business  practices. 

I  should  emphasize  that  this  proposal,  our  proposal,  represents 
a  significant  departure  from  the  status  quo.  It  is  not  business  as 
usual  for  insurers  or  agents,  State  regulators,  or  the  insurance  buy- 
ing public.  However,  we  also  believe  that,  given  a  reasonable  tran- 
sition period,  the  industry  can  continue  to  provide  the  high-quality, 
cost-sensitive  product  that  we  have  provided  in  the  past. 

After  releasing  our  proposal  more  than  2  years  ago,  AIA  began 
working  with  you,  members  of  the  subcommittee,  and  outside 
groups,  including  the  consumer  community,  to  develop  consensus 
legislation.  We  were  disappointed  that  a  resolution  could  not  be 
achieved. 

However,  in  the  past  several  months  I  have  been  personally  en- 
gaged in  additional  discussions  with  your  staff,  Mr.  Chairman,  and 
I  am  increasingly  optimistic  about  the  possibility  of  satisfactorily 
resolving  this  issue  in  the  near  future. 

Thank  you  very  much  for  inviting  us  to  testify.  I  would  be 
pleased  to  answer  any  questions  you  might  have. 

[The  prepared  statement  of  Mr.  Vagley  follows:] 
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TESTIMONY  OF 

ROBERT  E.  VAGLEY 

AMERICAN  INStJRANCE  ASSOCIATION 

ON  MODIFICATION  OF  THE  McCARRAN-FERGUSON  ACT 

H.R.  9 

BEFORE  THE  SUBCOMMITTEE  ON  ECONOMIC  AND  COMMERCIAL  LAW 

UNITED  STATES  HOUSE  OF  REPRESENTATIVES 

JULY  29,  1993 

MR.  CHAIRMAN,  MEMBERS  OF  THE  SUBCOMMITTEE,  LADIES  AND 
GENTLEMEN,  GOOD  MORNING.   MY  NAME  IS  ROBERT  E.  VAGLEY,  AND  I  AM 
PRESIDENT  OF  THE  AMERICAN  INSURANCE  ASSOCIATION  ("AIA") .   I  AM 
PLEASED  TO  BE  HERE  THIS  MORNING  TO  DISCUSS  WITH  YOU  OUR  MUTUAL 
INTEREST  IN  RESOLVING  THE  LONG-STANDING  DEBATE  OVER  THE  SCOPE  OF 
THE  McCARRAN-FERGUSON  ACT.   I  ASK  THAT  REFERENCE  BE  MADE  TO  THE 
PREVIOUS  AIA  TESTIMONY  ON  THIS  ISSUE. 

ALTHOUGH  THE  McCARRAN-FERGUSON  DEBATE  HAS  AT  TIMES  BEEN 
CHARACTERIZED  BY  INTENSE  ACRIMONY,  I  WOULD  LIKE  TO  TAKE  THIS 
OPPORTtJNITY  TO  THANK  YOU,  MR.  CHAIRMAN,  FOR  YOUR  WILLINGNESS  TO 
WORK  TO  DEVELOP  A  CONSTRUCTIVE  APPROACH  TO  DEALING  WITH  THIS 
IMPORTANT  PUBLIC  POLICY  ISSUE.   DURING  THE  LAST  CONGRESS,  AIA  AND 
THE  JUDICIARY  COMMITTEE  STAFF  MADE  EXTENSIVE  EFFORTS  TO  RESOLVE 
OUR  DIFFERENCES.   WHILE  OUR  TALKS  DID  NOT  REACH  FRUITION,  I 
BELIEVE  THEY  MADE  REAL  PROGRESS.   FOR  THE  PAST  SEVERAL  MONTHS,  I 
HAVE  BEEN  PERSONALLY  ENGAGED  IN  ADDITIONAL  DISCUSSIONS  WITH  YOUR 
STAFF,  IN  AN  EFFORT  TO  SHAPE  LEGISLATION  WHICH  WILL  RESPOND  TO 
THE  LEGITIMATE  PUBLIC  CONCERNS  ABOUT  THE  CURRENT  SCOPE  OF  THE 
ACT — WHILE  AT  THE  SAME  TIME  PROTECTING  CRITICAL  COLLECTIVE 
ACTIVITY  ENGAGED  IN  BY  INSURERS,  PURSUANT  TO  STATE  REGULATION.   I 
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HOPE  THAT  THESE  TALKS  WILL  LEAD  TO  A  QUICK  AND  SATISFACTORY 
RESOLUTION  OF  THE  ISSUE. 

I.  BACKGROUND 

THE  AMERICAN  INSURANCE  ASSOCIATION  IS  A  TRADE  ORGANIZATION 
COMPRISED  OF  APPROXIMATELY  250  PROPERTY /CASUALTY  INSURANCE 
COMPANIES  WITH  ANNUAL  PREMIUMS  OF  ABOUT  $57  BILLION.   OUR 
MEMBERSHIP  CONSTITUTES  A  BROAD  CROSS  SECTION  OF  THE  INDUSTRY, 
INCLUDING  LARGER  AND  SMALLER  COMPANIES  WHICH  WRITE  BOTH  PERSONAL 
AND  COMMERCIAL  LINES  ON  A  NATIONAL  AND  REGIONAL  BASIS.   FOR  THE 
PAST  SEVERAL  YEARS,  VIRTUALLY  ALL  OF  OUR  COMPANIES  HAVE  BEEN 
ACTIVELY  INVOLVED  IN  THE  McCARRAN  ISSUE  THROUGH  THEIR  MOST  SENIOR 
MANAGEMENT.   OUR  MEMBERSHIP  HAS  LONG  BELIEVED  THAT  IT  IS 
ESSENTIAL  TO  SATISFACTORILY  ADDRESS  THIS  ISSUE,  SO  THAT  CONGRESS 
CAN  TURN  ITS  ATTENTION  TO  MORE  CRITICAL  ISSUES  AFFECTING  OUR 
INDUSTRY,  SUCH  AS  SUPERFUND,  INSURER  SOLVENCY,  CATASTROPHE 
PROTECTION,  AND  NATIONAL  HEALTH  CARE  REFORM. 

II.  LEGISLATIVE  OVERVIEW 

AS  MEMBERS  OF  THIS  SUBCOMMITTEE  ARE  WELL  AWARE,  McCARRAN- 
FERGUSON  IS  THE  LAW,  ENACTED  IN  194  5,  WHICH  ENTRUSTS  THE 
REGULATION  OF  INSURANCE  TO  THE  STATES.   MOST  OF  THE  RECENT  PUBLIC 
POLICY  DEBATE,  HOWEVER,  HAS  CENTERED  AROUND  THE  ACT'S  ANTITRUST 
PROVISIONS,  WHICH  PROVIDE  AN  EXCLUSION  FROM  THE  FEDERAL  ANTITRUST 
LAWS  FOR  "THE  BUSINESS  OF  INSURANCE,"  TO  THE  EXTENT  IT  IS 
REGULATED  BY  STATE  LAW.   NO  EXCLUSION  EXISTS  FOR  ACTS  OF  BOYCOTT, 
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COERCION,  OR  INTIMIDATION. 

OVER  THE  YEARS,  THE  SUPREME  COURT,  ON  SEVERAL  OCCASIONS,  HAS 
INTERPRETED  THE  KEY  TERMS  OF  THE  STATUTE,  MOST  RECENTLY  IN 
HARTFORD  v.  CALIFORNIA.   WHILE  THESE  DECISIONS  PROVIDE  IMPORTANT 
LEGAL  GUIDANCE  FOR  INSURERS  AND  REGULATORS,  THEY  CANNOT  BE 
EXPECTED  TO  RESOLVE  THE  PUBLIC  POLICY  DEBATE.   THAT  REMAINS  THE 
ROLE  OF  THE  CONGRESS. 

AIA  FIRMLY  BELIEVES  THAT  THE  PROTECTIONS  AFFORDED  BY  THE 
McCARRAN-FERGUSON  ACT  HAVE  HELPED  SHAPE  THE  INSURANCE  INDUSTRY 
INTO  A  HIGHLY  COMPETITIVE,  INNOVATIVE  PROVIDER  OF  ESSENTIAL 
CONSUMER  SERVICES.   HOWEVER,  WE  ALSO  UNDERSTAND  THAT  THE  ACT  HAS 
ALLOWED  QUESTIONS  TO  BE  RAISED  ABOUT  INDUSTRY  BEHAVIOR,  BOTH  BY 
THIS  BODY  AND  THE  PUBLIC  AT  LARGE.   I  BELIEVE  IT  IS  POSSIBLE  TO 
AMEND  MCCARRAN-FERGUSON  IN  A  MANNER  THAT  RESOLVES  THOSE 
QUESTIONS,  WITHOUT  DESTROYING  THE  ABILITY  OF  THE  INDUSTRY  TO 
ENGAGE  IN  CRITICAL  COLLECTIVE  ACTIVITIES  THAT  ENHANCE 
COMPETITION.   I  BELIEVE  THAT  THE  CHAIRMAN  SHARES  THESE  TWIN 
GOALS,  AS  WELL. 

IN  PREVIOUS  TESTIMONY  BEFORE  THE  SUBCOMMITTEE,  AIA  HAS 
REPEATEDLY  EXPRESSED  ITS  VIEWS  ABOUT  THE  MAJOR  PROBLEMS  PRESENTED 
BY  H.R.  9.   BUT  MY  PURPOSE  TODAY  IS  NOT  TO  FOCUS  ON  THESE 
PROBLEMS;  THEY  ARE  WELL  KNOWN.   RATHER,  I  WANT  TO  EXPRESS  TO  YOU 
AGAIN,  MR.  CHAIRMAN,  MY  DESIRE  TO  WORK  WITH  THE  SUBCOMMITTEE  TO 
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DEVELOP  CONSENSUS  LEGISLATION  FOR  AMENDING  THE  McCARRAN-FERGUSON 
ACT. 

III.       A  CONSTRUCTIVE  ALTERNATIVE 

IN  1991,  AIA,  THROUGH  A  SPECIAL  COMMITTEE  OF  OUR  BOARD  OF 
DIRECTORS,  DEVELOPED  A  PROACTIVE  POLICY  FOR  AMENDING  THE 
McCARRAN-FERGUSON  ACT.   WE  SUPPORT  THE  ESTABLISHMENT  OF  "SAFE 
HARBORS"  FOR  CERTAIN  ESSENTIAL  BUSINESS  ACTIVITIES — AREAS  THAT 
NEED  TO  BE  ADDRESSED  IN  ORDER  TO  RECONCILE  THE  COMPETING 
CONCERNS.    SPECIFICALLY,  SAFE  HARBORS  WOULD  BE  PROVIDED  FOR:  (1) 
THE  COLLECTION  AND  DISSEMINATION  OF  DATA,  INCLUDING  HISTORICAL 
DATA,  LOSS  DEVELOPMENT,  AND  TRENDING;  (2)  FORMS  STANDARDIZATION; 
(3)  JOINT  UNDERWRITING  AND  POOLING;  AND  (4)  FIRE  INSPECTION  AND 
DATA  DEVELOPMENT. 

FOR  CONDUCT  PERTAINING  TO  THE  SAFE  HARBORS,  THE  CURRENT 
ANTITRUST  STANDARDS  UNDER  McCARRAN-FERGUSON  WOULD  APPLY — THAT  IS 
TO  SAY,  THEY  STILL  WOULD  HAVE  TO  BE  UNDERTAKEN  PURSUANT  TO  A 
STATE'S  INSURANCE  REGULATORY  LAW  AND  WOULD  BE  SUBJECT  TO 
McCARRAN'S  CURRENT  PROHIBITION  ON  BOYCOTTS,  COERCION,  AND 
INTIMIDATION.   FOR  ACTIVITIES  THAT  FALL  OUTSIDE  THE  SAFE  HARBORS, 
BOTH  THE  SHERMAN  AND  CLAYTON  ACTS  WOULD  FULLY  APPLY,  AS  WOULD  ALL 
OTHER  ANTITRUST  RULES  OF  GENERAL  APPLICABILITY,  SUCH  AS  THE 
NOERR-PENNINGTON  AND  STATE  ACTION  DOCTRINES.   HOWEVER,  THE  FTC 
ACT  WOULD  NOT  BE  APPLICABLE  TO  THE  BUSINESS  OF  INSURANCE,  AS 
UNDER  CURRENT  LAW.   A  REASONABLE  TRANSITION  PERIOD  WOULD  BE 


77 


PROVIDED  IN  ORDER  TO  PERMIT  BOTH  LARGE  AND  SMALL  COMPANIES  TO 
CONFORM  THEIR  BUSINESS  PRACTICES  TO  THE  NEW  ANTITRUST 
ENVIRONMENT.   A  MORE  COMPLETE  DESCRIPTION  OF  THE  PROPOSAL  IS 
ATTACHED  TO  MY  TESTIMONY. 

WE  BELIEVE  THAT  THE  AIA  APPROACH  IS  A  CONSTRUCTIVE  MEANS  TO 
ADDRESS  THE  LEGITIMATE  CONCERNS  OF  THE  LAW'S  CRITICS,  WHILE 
SAFEGUARDING  THE  INDUSTRY'S  ESSENTIAL  BUSINESS  PRACTICES.   I 
SHOULD  EMPHASIZE  THAT  THIS  PROPOSAL  REPRESENTS  A  SIGNIFICANT 
DEPARTURE  FROM  THE  STATUS  QUO — IT  IS  NOT  "BUSINESS  AS  USUAL"  FOR 
INSURERS,  OUR  AGENTS,  STATE  REGULATORS,  OR  THE  INSURANCE-BUYING 
PUBLIC.   HOWEVER,  WE  BELIEVE  THAT,  GIVEN  A  REASONABLE  TRANSITION 
PERIOD,  THE  INDUSTRY  CAN  CONTINUE  TO  PROVIDE  THE  HIGH  QUALITY, 
COST-SENSITIVE  PRODUCT  THAT  WE  HAVE  PROVIDED  IN  THE  PAST. 

AFTER  RELEASING  OUR  PROPOSAL  MORE  THAN  TWO  YEARS  AGO,  AIA 
BEGAN  WORKING  WITH  YOU,  MEMBERS  OF  THIS  SUBCOMMITTEE,  AND  OUTSIDE 
GROUPS,  INCLUDING  THE  CONSUMER  COMMUNITY,  TO  DEVELOP  CONSENSUS 
LEGISLATION.   WE  WERE  DISAPPOINTED  THAT  A  RESOLUTION  COULD  NOT  BE 
ACHIEVED.   HOWEVER,  IN  THE  PAST  SEVERAL  MONTHS,  WE  HAVE  RENEWED 
OUR  EFFORTS.   I  AM  OPTIMISTIC  ABOUT  THE  POSSIBILITY  OF  RESOLVING 
THE  ISSUE  IN  THE  NEAR  FUTURE. 

THANK  YOU  AGAIN  FOR  INVITING  ME  TO  TESTIFY  THIS  MORNING.   I 
WOULD  BE  HAPPY  TO  ANSWER  ANY  QUESTIONS  YOU  MIGHT  HAVE. 
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AMERICAN  INSURANCE  ASSOCIATION 

LAW  DEPARTMENT 


1130  Connecticut  Avenue  N.W. 
Suite  1000 
Washington,  DC.  20036 

(202)828-7100 
(202)293-1219  FAX 


AIA  MCCARRAN- FERGUSON  MODIFICATIONS 
MAY  17,  1991 

AIA  is  proposing  modifications  to  the  McCarran-Ferguson  Act 
that  establish  safe  harbors  for  certain  essential  business 
activities.   For  all  other  activities,  all  federal  antitrust 
principles  (except  the  Federal  Trade  Commission  Act)  fully  apply. 
For  conduct  pertaining  to  the  safe  harbors,  current  McCarran- 
Ferguson  standards  are  retained.   Under  the  proposal,  the 
modifications  would  become  effective  three  years  after  enactment 
of  legislation.   The  elements  of  the  proposal  are  described 
below. 


SAFE  HARBORS 

I    Data  Safe  Harbor  (historical  data,  loss  development  and 
trending) 

(A)  The  data  safe  harbor  includes  a  provision  protecting 
collective  activity  by  insurers  and  insurer 
organizations  to  collect,  analyze,  report  and  use 
historical  data  and  information. 

Under  this  provision,  historical  data  and  information 
means:  (1)  the  collection,  analysis,  reporting  and  use 
of  historical  data  and  information,  including,  but  not 
limited  to,  loss  experience,  exposures,  reserves, 
allocated  loss  adjustment  expenses  and  premiums;  and  (2) 
the  development  and  use  of  procedures  to  collect, 
analyze  and  report  historical  data  and 
information,  including,  but  not  limited  to,  statistical 
plans,  for  the  collection  of  data  and  the  classification 
of  risks  in  conjunction  with  those  plans. 

(B)  The  data  safe  harbor  includes  a  provision  protecting 
collective  activity  by  insurers  and  insurer 
organizations  to  develop,  prepare  and  use  "loss 
development. " 

DEANRO-HARE  WILLIAM  E.  BUCKLEY  ROBERT  B.SANBORN  JOSEPH  W.  BROWN.  JR.  ^BOTTEVAGLEY 
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Under  this  provision,  the  definition  of  "loss 
development"  is  the  same  definition  used  by  the  National 
Association  of  Insurance  Commissioners  (NAIC)  in  its 
model  legislation,  and  reads  as  follows:  "Developed 
losses  mean  losses  (including  loss  adjustment  expenses) 
adjusted,  using  standard  actuarial  techniques,  to 
eliminate  the  effect  of  differences  between  current 
payment  or  reserve  estimates  and  those  needed  to  provide 
actual  ultimate  loss  (including  loss  adjustment  expense) 
payments. " 

(C)   The  data  safe  harbor  includes  a  provision  protecting 
collective  activity  by  insurers  and  insurer 
organizations  to  develop,  prepare  and  use  "trend" 
factors.   Under  this  provision,  the  definition  of 
"trend"  is  the  same  definition  used  by  the  NAIC  in  its 
model  legislation,  and  reads  as  follows:  "The  term  loss 
trending  means  any  procedure  for  projecting  developed 
losses  to  the  average  date  of  loss  for  the  period  during 
which  the  policies  are  to  be  effective." 


Forms  Standardization 

The  forms  standardization  safe  harbor  protects  collective 
activity  by  insurers  and  insurer  organizations  in:  (1) 
developing,  preparing  and  using  standardized  insurance 
policy  forms,  bond  forms,  and  endorsements;  and  (2) 
preparing  and  developing  guidelines  for  their  use. 


Joint  Underwriting  and  Pooling 

The  joint  underwriting  and  pooling  safe  harbor  protects  any 
risk  sharing  or  risk  spreading  mechanism,  including,  but  not 
limited  to,  any  joint  underwriting  agreement,  pool,  faculty, 
treaty,  contract,  residual  market  mechanism,  assigned  risk 
plan,  market  assistance  plan  or  similar  arrangement  whereby 
two  or  more  insurers  or  reinsurers,  jointly  or  severally, 
insure  or  reinsure  one  or  more  risks. 


IV   Fire  Inspection  and  Data  Development 

The  fire  inspection  and  data  development  safe  harbor 
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protects  collective  activity  by  insurers  and  insurer 
organizations  in  inspecting  buildings  with  regard  to  fire 
hazards  and  determining  the  costs  associated  with  the 
likelihood  of  loss  due  to  fire;  provided,  however,  that 
these  inspections  are  undertaken  pursuant  to  a  program  under 
state  law  authorizing  schedules  or  procedures  for 
determining,  generally,  the  fire  risks  of  buildings. 


FTC  JURZSDZCTZOM 


Under  the  proposal,  current  law  is  retained  with  regard  to 
the  the  Federal  Trade  Commission  (FTC) .   Thus,  the  FTC  would 
not  obtain  any  additional  jurisdiction  over  the  business  of 
insurance. 


IMPLEMEMTATION 


Effective  Date 

Under  the  proposal,  the  law  would  take  effect  three  years 
from  the  date  of  enactment. 


II   Use  of  Exempt  Conduct 

Under  the  proposal,  conduct  that  was  proper  under  the 
McCarran-Ferguson  Act  prior  to  amendment  could  not  be 
submitted  into  evidence  in  litigation  under  the  new  law. 
The  same  principle  would  apply  to  conduct  within  a  safe 
harbor  under  the  new  law. 
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Mr.  Brooks.  Mr.  Gustafson. 

STATEMENT  OF  ERIC  G.  GUSTAFSON,  PRESIDENT, 
INDEPENDENT  INSURANCE  AGENTS  OF  AMERICA 

Mr.  Gustafson.  Thank  you,  Mr,  Chairman  and  members  of  the 
committee.  I  appreciate  the  opportunity  to  be  here  today  to  discuss 
with  you  one  of  the  most  controversial  issues  facing  the  insurance 
industry. 

My  service  as  president  of  the  Independent  Insurance  Agents  of 
America  is  almost  at  an  end  and  I  will  soon  return  to  running  my 
small  business  on  a  full-time  basis.  Incidentally,  Mr.  Chairman, 
you  might  like  to  know  my  business  occupies  4,500  square  feet  in 
a  very  small  building. 

I  do  not  approach  this  issue  for  theoretical  or  ideological  reasons. 
My  concerns  are  practical  and  rooted  in  the  ability  of  independent 
agents  and  companies  to  serve  the  insurance  buying  public. 

While  my  organization  does  not  support  H.R.  9  in  its  current 
form,  I  want  to  commend  you,  Mr.  Chairman,  for  drafting  a  pro- 
posal that  has  engendered  a  discussion  on  the  current  state  of  the 
limited  antitrust  exemption  conferred  by  the  McCarran-Ferguson 
Act. 

My  association  is  not  interested  in  protecting  symbols.  We  are  in- 
terested in  improving  insurance  availability,  maintaining  and  en- 
hancing large  and  small  company  participation  in  insurance  mar- 
kets, and,  most  importantly,  providing  a  product  that  the  American 
people  can  afford. 

You  have  heard  in  the  past  and  you  will  hear  again  today  that 
small  companies  need  certain  protections  to  enable  them  to  com- 
pete fairly  with  large  entities.  I  can  tell  you  that  the  last  8  years 
have  proven  that  many  consumers  and  their  agents  have  depended 
upon  smaller  companies  to  fill  market  voids  caused  by  the  with- 
drawal of  some  of  the  larger  employers. 

To  what  extent  certain  joint  activities  have  enabled  these  smaller 
companies  and  insurers  to  remain  competitive  is  a  legitimate  ques- 
tion and  not  a  rhetorical  smokescreen  designed  to  thwart  any 
change  on  these  issues. 

We  have  certain  concerns,  some  of  which  you  have  addressed  al- 
ready, in  the  so-called  safe  harbors  of  H.R.  9.  But  there  are  other 
concerns  you  may  want  to  address  as  well. 

The  most  important  issue  for  insurance  consumers  today  is  mar- 
kets; that  is,  insurance  companies  that  are  willing  and  able  to  un- 
derwrite insurance.  Due  to  natural  disasters,  the  lack  of  affordable 
reinsurance,  and  other  new  risks,  insurers  are  vacating  many  areas 
of  the  country,  leaving  agents  to  scramble  for  markets  on  behalf  of 
their  customers.  That  is  why  we  believe  that  if  McCarran  is  modi- 
fied, it  must  not  harm  the  competitive  position  of  small  or  regional 
companies. 

This  goal  requires  the  recognition  of  the  importance  of  trending. 
Trending  produces  positive  results  for  the  consumer.  Reliable 
trending  helps  reduce  insurers'  costs  and  the  upward  pressure  on 

prices. 

Accurate  estimates  of  future  payments  gives  insurers  confidence 
as  to  the  adequacy  of  their  pricing  decisions  and  reduces  contin- 
gency factors  and  prices.  It  also  helps  insurers  and  regulators  in- 
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sure  company  solvency  by  accurately  accounting  for  future  cost 
claims. 

Even  if  small  insurers  could  absorb  trending  cost,  many  compa- 
nies simply  have  insufficient  data  to  perform  trending  analysis.  In- 
surers need  a  large  data  base  of  information  about  past  losses  in 
order  to  estimate  future  losses.  A  company  trying  to  enter  a  new 
market  will  not  have  sufficient  information  to  conduct  trend  analy- 
sis. 

Second,  no  change  should  be  made  to  McCarran  that  impedes  the 
ability  of  agents  to  compare  products  of  competing  companies. 
Agents  rely  on  the  joint  investment  of  uniform  forms  and  manuals 
and  other  supplementary  rating  information.  The  ability  of  insur- 
ance companies  to  jointly  develop  comparable  forms,  policies,  and 
other  related  information  benefits  independent  insurance  agents 
and  consumers  alike. 

Any  agent's  ability  to  serve  companies  is  dependent  in  large  part 
on  that  agent's  ability  to  compare  different  insurance  products. 
Comparison  would  be  difficult  if  not  impossible  if  common  forms 
could  not  be  used  or  if  companies  could  not  standardize  information 
that  is  used  by  agents  to  classify  and  rate  a  risk. 

It  is  also  important  that  any  legislation  protect  voluntary  and 
State-sponsored  pooling  arrangements  that  allow  two  or  more  in- 
surers or  reinsurers  to  provide  coverage  and  incidental  services. 

We  also  believe  the  State  action  doctrine  should  not  be  dimin- 
ished in  any  way.  Without  the  State  action  doctrine,  antirebating 
laws  and  similar  laws  regulating  the  relationship  of  insurers  might 
be  illegal,  and  any  activity  might  come  under  the  scrutiny  of  anti- 
trust Federal  prohibitions. 

We  beUeve  that  State  regulation  should  prevail.  You  should 
know  that  this  legislation  may  have  the  unintended  effect  of  favor- 
ing direct  sale  of  insurance  over  the  use  of  independent  agents  by 
jeopardizing  some  activities  that  are  unique  to  the  independent 
agency  system. 

In  particular,  independent  insurance  agents  are  often  involved  in 
creating  the  individualized  product  that  best  suits  the  customer's 
wants  and  needs.  An  agent  may,  for  example,  simultaneously  work 
with  competing  companies  to  create  an  insurance  product  or  shop 
the  competition  for  a  better  price.  The  propriety  of  such  activities 
has  never  been  challenged. 

Finally,  we  beUeve  the  boundaries  of  the  new  set  of  antitrust 
rules  must  be  precisely  defined  to  avoid  the  uncertainty  and  cost 
of  working  it  out  through  protracted,  expensive  litigation. 

As  you  know,  Mr.  Chairman,  the  industry  has  faced  unprece- 
dented natural  disasters,  underwriting  losses,  and  attention  on 
Capitol  Hill.  We  know  there  are  numerous  issues  that  you  believe 
should  be  addressed,  and  IIAA  remains  open  to  discussing  these  is- 
sues with  you  and  your  staff. 

Like  you,  we  hope  to  put  this  issue  behind  us  so  that  all  of  us 
can  concentrate  on  delivering  our  essential  products  to  the  Amer- 
ican people. 

Thank  you  very  much.  I  will  be  more  than  happy  to  answer  any 
questions  the  committee  may  have. 

[The  prepared  statement  of  Mr.  Gustafson  follows:] 
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Prepared  Statement  of  Eric  G.  Gustafson,  President,  Independent  Insurance 

Agents  of  America 


Mr.  Chairman  and  members  of  the  Subcommittee,   My 
name  is  Eric  Gustafson.   Currently,  I  eun  the  President  of  the 
Independent  Insurance  Agents  of  America  --  the  nation's 
largest  independent  insurance  sales  and  service  organization. 
IIAA  represents  nearly  300,000  independent  agents  and  their 
employees.   Our  members  are  small  businessmen  and  women  who 
are  active  contributors  to  their  communities.   I  am  also 
Chairman  and  owner  of  the  Blake  Insurance  Agency  in 
Portsmouth,  New  Hampshire. 

I  appreciate  the  opportunity  to  present  the  views 
of  the  IIAA  to  the  Subcommittee  on  a  subject  that  obviously 
is  of  vital  concern  to  our  membership,  consumers,  and  the 
insurance  industry  in  general  --  modification  of  the  federal 
antitrust  immunity  afforded  by  the  McCarran- Ferguson  Act. 

We  commend  the  Chairman  for  convening  these 
hearings  to  address  the  serious  and  important  questions 
raised.   The  insurance  industry  --  like  all  industries  --is 
not  perfect.   And  the  IIAA  has  attempted  to  participate 
constructively  in  discussions  over  the  years  to  help  spur 
improvements  in  the  way  the  industry  operates.   As  the 
legislation  currently  stands,  however,  IIAA  cannot  support 
H.R.  9. 

To  begin,  let  me  explain  briefly  the  principles 
that  have  guided  our  views  of  this  legislation  throughout  the 
years.   The  IIAA  represents  independent  insurance  agents. 
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small  business  ovraers,  who,  by  definition,  represent  more 
than  one  insurance  company.   It  is  important  to  recognize  the 
value  that  an  independent  insurance  agent  brings  to  an 
insurance  transaction:  the  value  of  choice.   Our  membership 
stands  between  insurance  companies  and  policyholders  in  order 
to  ensure  that  our  customers  have  the  information  needed  to 
make  an  intelligent  choice  among  competing,  and  often 
complex,  insurance  products  offered  by  competing  insurance 
companies.   An  independent  agent  offers  consumers  the  easy 
ability  to  shop  among  insurance  companies,  and  the  agent 
brings  to  each  transaction  the  ability  to  compare  and  analyze 
competing  products. 

Thus,  an  independent  agent  has  two  main  concerns, 
both  of  which  reflect,  as  well,  the  concerns  of  the 
insurance -buying  public.   First,  we  have  always  recognized 
our  obligation  as  independent  insurance  agents  to  seek  out 
what  is  best  for  our  customers.   It  is  important  that  our 
customers  have  a  variety  of  insurance  products  to  choose  from 
--  and  that  those  products  are  not  only  available,  but  also 
affordable.   In  recent  years,  particularly,  small,  regional, 
or  "niche"  insurers  have  played  a  critical  role  in  ensuring 
the  availability  and  af fordability  of  insurance.   Agents 
increasingly  depend  upon  many  of  these  insurance  companies  to 
insure  specialized  risks  and  to  serve  their  clients  in  small 
towns  and  rural  areas.   As  companies  pull  out  of  coastal 
areas  or  other  locations,  agents  and  consumers  become 
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increasingly  dependent  on  the  smaller  insurers  for  markets. 
No  change  should  be  made  that  would  create  artificial 
pressures  that  would  lead  to  fewer  markets  or  less  meaningful 
customer  choice.   Second,  the  activities  of  independent 
agents  themselves  should  not  be  victim  of  unintended 
consequences.   It  is  important  that  independent  agents 
continue  to  be  able  to  do  what  they  do  best  --  to  assist 
their  customers  when  they  comparison  shop  for  insurance. 

Mr.  Chairman,  you  have  put  much  time  and  effort 
into  constructing  the  framework  of  your  bill,  and  I  know  you 
share  a  strong  desire  to  preserve  markets  and  a  role  for 
small  business  people  like  me.   Frankly,  your  discussions 
with  our  industry  have  been  constructive.   The  IIAA  stands 
ready  to  discuss  your  proposal  and  the  concerns  of 
independent  agents,  who  deal  with  large  and  small  companies, 
and,  most  importantly,  consumers,  everyday.   As  you  know, 
however,  the  dual  concerns  I  have  mentioned  lead  us  to  have 
several  problems  with  H.R.  9,  as  currently  drafted. 

First,  modification  of  McCar ran -Ferguson  must  not 
operate  in  a  fashion  that  harms  the  competitive  position  of 
small  or  regional  companies  or  niche  players.   This  goal 
requires  a  recognition  of  the  importance  of  trending. 
Trending,  in  contrast  to  historical  loss  information,  is 
prospective.   It  permits  an  insurance  company  to  get  a  handle 
on  what  its  future  losses  will  be  --  estimates  of  future 
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claims  payments.  H.R.  9  creates  a  safe  harbor  for  collection 
and  dissemination  of  historical  loss  information  and  for 
determination  of  a  loss  development  factor  applicable  to 
historical  loss  data,  but  permits  trending  only  during  a 
short  transition  period. 

Trending  produces  positive  results  for  the 
consximer.   Reliable  trending  helps  reduce  insurers'  costs  and 
the  upward  pressure  on  prices.   Accurate  estimates  of  future 
payments  give  insurers  confidence  as  to  the  adequacy  of  -their 
pricing  decisions,  and  reduces  contingency  factors  in  prices. 
It  also  helps  insurers  and  regulators  ensure  insurers' 
solvency  by  accurately  accounting  for  future  costs  of  claims. 

One  of  our  concerns  with  H.R.  9  is  that  it  will 
disproportionately  disadvantage  small  competitors  who  simply 
Ceuanot  develop  dependcible  trending  data  on  their  own.  Trend 
analysis  is  a  conplex  and  expensive  endeavor,  requiring 
extensive  reliance  on  professional  actuaries.   It  requires 
collection  and  analysis  of  data  regarding  numerous  factors 
that  must  be  analyzed  short  term  and  long  term,  nationwide 
and  state  by  state,  line  by  line,  and  coverage  by  coverage. 
Large  companies  have  the  actuaries  and  the  economies  of  scale 
to  bear  the  added  cost  of  performing  trend  analysis  on  their 
own.  Many  small  companies  simply  cannot  afford  the 
associated  actuarial  costs,  and  they  are  particularly 
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vulnercible  to  abandonment  or  consolidation,  if  costs  of  doing 
business  rise. 

Even  if  they  could  eibsorb  the  costs,  many  companies 
simply  have  insufficient  data  to  perform  meauaingful  trend 
analysis.   Insurers  need  a  large,  aggregate  data  base  of 
information  about  past  losses  in  order  to  estimate  future 
losses.   Small  and  niche  companies,  large  companies  that  are 
small  conpetitors  in  a  given  market,  and  any  company  trying 
to  enter  or  establish  a  new  market  will  have  insufficient 
information  of  its  own  to  properly  conduct  trend  analysis. 

Without  trending,  small  companies  and  even  larger 
companies  operating  in  specialized  commercial  lines,  with 
commensurately  smaller  data  bases,  will  be  con^jetitively 
disadvantaged  and  insurance  companies  in  general  will  be  more 
hesitcuit  to  enter  new  markets.   Both  effects  would  adversely 
affect  the  availability  and  af fordability  of  insurance. 

The  collection  of  data  must  also  protect  the 
ability  to  report  data  on  a  uniform  class  and  territorial 
basis. 

Second,  no  change  should  be  made  to  McCarran- 
Ferguson  that  impedes  the  ability  of  agents  to  compare 
products  of  competing  companies.   Thus,  of  equal  importance 
to  IIAA's  membership  is  the  protection  of  joint  development 
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of  uniform  forms  and  manuals  of  rules  and  other  supplementary 
rating  information.   The  ability  of  insurance  companies  to 
jointly  develop  comparable  forms,  policies  and  other  related 
information  benefits  independent  insurance  agents  and 
consumers  alike.   An  independent  agent's  ability  to  serve  his 
or  her  customer  is  dependent,  in  large  part,  on  that  agent's 
ability  to  compare  competing  insurance  products.   But 
con^arison  would  be  difficult,  if  not  impossible,  if  common 
formats  could  not  be  used  or  if  companies  could  not 
standardize  information  that  is  used  by  agents  to  classify 
eind  rate  a  risk. 

Further,  if  independent  agents  cannot  rely  on  a 
standardized  manual,  they  will  be  put  at  a  severe  competitive 
disadvantage  to  the  direct  writers.   Such  manuals  instruct 
the  agent  how  to  properly  use  the  standardized  forms;  they 
also  include  supplementary  rating  information  that 
facilitates  an  agent's  ability  to  shop  among  many  companies. 
If  every  company  had  its  own  manual  in  commercial  lines,  for 
example,  agents  would,  as  a  practical  matter,  have  to 
represent  fewer  companies  and  the  choices  available  to 
consumers  would  be  diminished. 

Third,  it  is  important  that  any  legislation  protect 
both  voluntary  and  state -sponsored  pooling  arrangements  that 
allow  two  or  more  insurers  or  reinsurers  to  provide  coverages 
and  incidental  services.   Some  states  have  found  it  necessary 
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to  form  state- sponsored  pools  to  ensure  the  availability  and 
affordability  of  various  forms  of  insurance.   Commercial 
agents,  especially,  frequently  work  with  a  number  of 
companies  to  establish  a  "package"  of  insurance  with  adequate 
coverage  for  a  single  risk.   Both  forms  of  collective 
behavior  enhance  availability  and  consumer  choice  and  should 
be  protected. 

Fourth,  we  believe  the  "state  action"  doctrine 
should  not  be  diminished  in  any  way.   The  state  action 
doctrine,  applicable  to  other  industries  operating  in 
interstate  commerce,  permits  a  state  to  restrict  competition 
to  advance  the  public  interest.   Individual  states  may 
determine  what  sort  of  cooperative  insurance  activity,  if 
any,  is  in  the  public  interest  and  avoid  conflict  with 
federal  law.   Without  the  state  action  doctrine,  anti- 
rebating  laws,  and  similar  state  laws  regulating  the 
relationship  of  agents  and  insurers,  might  be  ruled  illegal 
and  other  collective  activities  ordered  by  the  state  might 
come  under  the  scrutiny  of  federal  antitrust  prohibitions. 
At  the  very  least,  it  creates  the  specter  of  dual  and 
conflicting  state  and  federal  regulation. 

Fifth,  we  are  concerned  that  this  legislation  may 
have  the  unintended  effect  of  favoring  direct  sale  of 
insurance  over  the  use  of  independent  agents  by  jeopardizing 
the  activities  of  independent  agents  that  serve  their 


90 


customers.   In  particular,  independent  insurance  agents, 
especially  in  commercial  lines,  are  often  involved  in 
creating  the  individualized  product  that  best  suits  the 
customer's  wants  and  needs.   An  agent  may,  for  example, 
simultaneously  work  with  competing  companies  to  create  an 
insurance  product  or  shop  the  competition  for  a  better  price. 
The  propriety  of  such  activities,  to  our  knowledge,  has  never 
been  challenged.   Insurance  customers  will  not  be  well-served 
if  independent  agents,  for  the  first  time,  are  prohibited 
from  engaging  in  these  legitimate  agency  activities.  Pmy 
legislation  modifying  McCarran- Ferguson  should,  therefore, 
protect  such  activities. 

Finally.  H.R.  9  creates  a  new  set  of  antitrust 
rules  governing  the  insurance  industry,  including 
prohibitions  on  price-fixing,  territorial  and  geographic 
allocation,  tying  arrangements  and  monopolization.   The 
meaning  of  these  prohibitions,  as  applied  to  the  insurance 
industry,  will  necessarily  be  the  subject  of  much  litigation 
and  future  judicial  interpretation.   In  our  view,  every 
effort  must  be  made  to  define  the  boundaries  of  these  terms 
and  to  avoid  the  uncertainty  and  cost  of  working  it  out 
through  the  courts. 
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As  you  know,  Mr.  Chairman,  the  industry  has  faced 
unprecedented  natural  disasters,  underwriting  losses,  claims 
and  attention  on  Capitol  Hill.   We  understand  that  there  are 
numerous  issues  that  you  believe  should  be  addressed,  and 
IIAA  remains  open  to  discussing  these  issues  with  you  and 
your  staff. 

Our  main  concerns,  as  noted  above,  are,  first, 
that  markets  for  insurance  are  maintained;  therefore,  any 
changes  to  existing  law  that  will  disadvantage  small, 
regional  and  "niche"  insurance  companies  must  be  avoided  -- 
and,  second,  that  no  changes  be  made  that  will 
unintentionally  hurt  independent  insurance  agents  and  their 
customers;  insurance  must  remain  available  and  affordable  and 
customer  choice  must  be  preserved. 

Thank  you  very  much.   I  would  be  glad  to  answer 
questions  from  the  Committee. 
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Mr.  Brooks.  First,  let  me  assure  you  we  believe  in  the  State  ac- 
tion doctrine.  We  say  that  in  the  bill.  If  they  have  good  State  regu- 
lations, none  of  this  bill  applies,  as  you  well  know. 

Now,  gentlemen,  both  the  ALA.  and  the  Independent  Agents  say 
that  McCarran  t3rpe  antitrust  immunity  is  necessary  for  the  prepa- 
ration of  standardized  policy  forms  and  for  certain  large-risk  pool- 
ing arrangements.  Would  you  explain  why  you  believe  these  activi- 
ties are  important  from  a  consumer  and  industry  point  of  view? 

Let's  start  with  Mr.  Vagley. 

Mr.  Vagley.  I  will  be  happy  to,  Mr.  Chairman.  I  think  certainly 
with  respect  to  the  development  of  policy  forms,  we  can  all  appre- 
ciate the  confusion  that  might  exist  among  consumers  if  each  of  the 
3,500  property  casualty  insurance  companies  in  the  country  had  a 
different  automobile  insurance  form.  It  would  be  impossible  not 
only  to  compare  provisions — certainly  difficult,  if  not  impossible — 
but  to  make  determinations  on  price  comparisons  as  well. 

So  I  think  all  of  us,  including  groups  that  might  be  considered 
antagonistic  to  the  McCarran-Ferguson  Act  as  it  exists,  understand 
there  are  proconsumer  aspects  to  the  joint  consumer  forms. 

There  certainly  are  some  risks  that  are  too  great  to  encompass 
by  any  single  company  and  require  pooling.  They  include  wind- 
storms, nuclear  disasters;  there  are  others  mandated  or  required  by 
State  law  such  as  residual  market  mechanisms  to  deal  with  ad- 
verse risks  or  risks  otherwise  not  insurable  in  the  private  market- 
place. Those  activities  would  seem  to  promote  consumer  activity 
and  informed  purchases,  and  certainly  access  on  the  part  of  con- 
sumers  as  well. 

Mr.  Brooks.  You  would  not  make  it  necessary  that  all  forms  be 
standard?  If  you  have  sophisticated  insurance  coverage  that  you 
were  selling  and  that  Gustafson  was  putting  on  the  market,  it 
might  have  to  be  tailored? 

Mr.  Vagley.  Absolutely,  Mr.  Chairman. 

Mr.  Brooks.  Not  everything  is  going  to  be  one  size  fits  all. 

Mr.  Vagley.  No.  As  the  spectrum  moves  from  things  like  auto- 
mobile insurance  to  more  sophisticated  coverage,  those  policies  be- 
come more  individualized,  and  each  policy  is  subject  to  State  ap- 
proval under  those  State  laws  that  require  State  approval. 

Mr.  Brooks.  But  you  have  to  be  aware  of  that,  of  course. 

Mr.  Vagley.  Yes. 

Mr.  Brooks.  Mr.  Gustafson. 

Mr.  Gustafson.  Mr.  Chairman,  it  has  been  my  experience  that 
indeed  there  is  a  great  deal  of  differentiation  on  forms,  particularly 
in  the  more  sophisticated  lines  and  with  the  more  sophisticated  in- 
surers. 

I  would  like  to  make  the  point,  though,  and  Ms.  Bingaman 
brought  it  up  in  her  testimony,  the  concern  that  these  might  be 
anticompetitive  forms,  in  other  words,  she  talked  about  people  who 
would  want  to  buy  grapes  and  they  couldn't  get  them.  I  submit  to 
you  that  the  existence  of  standard  forms,  which  provide  a  bench- 
mark and  provide  a  baseline  makes  it  more  likely  that  companies 
will  be  willing  to  deviate  from  that,  because  they  know  or  have  a 
better  chance  to  know  the  outcome.  If  there  is  litigated  language, 
for  example,  that  has  gone  on  regarding  existing  forms,  the  more 
the  companies  know  about  the  probable  outcome,  the  more  likely 
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it  is  they  are  going  to  be  willing  to  offer  the  kind  of  competitive 
products  that  we  all  talk  about. 

Mr.  Brooks.  Mr.  Vagley,  America  is  facing  fundamental  competi- 
tive challenges  in  the  1990's  in  industries  ranging  from  tele- 
communications to  semiconductors  to  financial  services.  What  com- 
petitive challenges  do  you  foresee  for  the  insurance  industry  in  the 
global  marketplace? 

Mr.  Vagley.  If  you  are  talking  about  international  competition, 
Mr.  Chairman,  increasingly,  and  I  think  our  membership  reflects 
this  to  some  extent,  foreign  insurers  are  finding  toeholds  in  the 
American  marketplace. 

The  American  marketplace  has  been  the  largest  insurance  mar- 
ketplace in  the  world  and  remains  so.  But  increasingly  the  propor- 
tion of  that  marketplace  compared  to  the  world  market  is  diminish- 
ing over  time,  which  is  causing  domestic  companies,  American  com- 
panies to  seek  out  new  markets  abroad. 

There  are  substantial  trade  barriers  that  exist  in  most  of  those 
countries,  and  a  substantial  part  of  our  time  is  spent  trying  to  tear 
down  those  barriers  so  American  companies  can  have  equal  access 
to  those  marketplaces.  I  think  those  conditions  can  only  become 
more  exaggerated  and  worsen  over  time. 

Mr.  Brooks.  I  would  like  to  work  with  you  on  that  particularly, 
because  I  believe  in  fair  trade.  We  ought  to  have  trade  with  all  of 
our  partners  in  the  world,  but  we  ought  to  be  treated  just  the  same 
way  as  we  treat  them.  If  they  come  in  here  and  sell  insurance  or 
rice,  we  ought  to  be  able  to  sell  insurance  or  rice  to  them  on  the 
same  basis,  under  the  same  restrictions,  whatever  they  are,  but 
certainly  we  should  not  be  encouraging  our  partners  in  world  trade 
to  discriminate  against  any  of  our  products,  whether  they  are  in- 
surance or  farm  products  or  computers  or  airline  connections.  But 
they  habitually  do  that.  It  is  a  steady  fight.  I  will  be  glad  to  work 
with  you  on  that  one. 

Mr.  Gustafson,  it  is  my  belief  that  although  small  companies  are 
solicited  for  input  about  industry  practices  by  ISO,  their  input  is 
not  always  followed.  Is  it  possible  that  by  opening  up  the  industry 
to  other  information  providers,  small  insurers  may  actually  benefit 
by  carrying  out  effective  market  niches  and  finding  new  customers? 

Mr.  Gustafson.  Mr.  Chairman,  I  think  first  of  all — I  would  like 
to  believe  that  the  agents  perform  a  real  service  for  the  smaller 
companies  in  many  cases.  We  take  a  great  deal  of  pride  in  the  part 
that  we  play  on  behalf  of  consumers  in  dealing  with  such  organiza- 
tions as  ISO,  and  as  you  know,  there  are  many  others  that  are  in 
the  forms  and  rating  business. 

I  don't  think  this  would  be  a  problem  for  the  small  companies. 
I  think  there  is  an  adequate  place  for  them  to  get  their  views 
known. 

Mr.  Brooks.  You  talked  about  markets  and  marketplace  prob- 
lems. In  your  experience,  where  do  you  see  the  problems  focused 
now? 

Mr.  Gustafson.  It  is  in  a  variety  of  ways.  Certainly  we  heard 
from  the  previous  panel  about  some  of  the  larger,  more  regulated 
States  seeming  to  have  difficulties  with  the  availability  of  products. 
Certainly  that  can  happen  in  some  cases.  We  see  it  in  auto  insur- 
ance. 
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We  clearly  see  it  from  time  to  time  in  the  inner  cities.  We  are 
now  seeing  the  advent  of  the  problems  of  catastrophes  rearing  their 
heads,  and  the  events  we  are  seeing  unfold  in  the  Midwest  right 
now  bring  that  to  bear  all  the  more. 

We  also  see  it  in  the  sparsely  populated  States  where  there  just 
plain  aren't  enough  people  for  the  larger  insurance  companies  to 
make  a  major  move  to  try  to  provide  insurance  where  there  aren't 
many  customers. 

That  is  the  area  where  we  see  the  smaller  companies,  the  re- 
gional companies  being  particularly  important  to  our  members. 
Mr.  Brooks.  Mr.  Fish,  the  gentleman  from  New  York. 
Mr.  Fish.  Thank  you,  Mr.  Chairman. 

I  have  a  few  questions,  but,  Mr.  Chairman,  in  the  interests  of 
time,  I  will  be  submitting  some  followup  questions,  in  writing,  if 
that  is  agreeable  with  you. 

Mr.  Brooks.  Those  will  be  written  and  the  witnesses  can  submit 
the  answers  to  them.  This  is  a  useful  procedure. 
[See  appendix  1.] 

Mr.  Fish.  Mr.  Vagley,  how  important  is  trending  information  to 
AIA?  Is  the  protection  of  trending  information  an  essential  part  of 
any  compromise? 

Mr.  Vagley.  I  think  the  importance  of  trending  to  companies 
making  price  determinations  is  really  indisputable.  It  is  important. 
It  brings  the  data  up  to  a  current  basis. 

I  think  the  issue  really  is,  trending  by  whom?  Is  it  trending  by 
an  independent  industry  organization,  or  trending  by  independent 
providers?  I  think  that  has  been  the  focus  of  much  of  the  debate. 
There  is  no  question  that  trending  data  is  important  in  the  deter- 
mination of  price,  but  the  provision  of  data  is  really  open  to  discus- 
sion. 

Mr.  Fish.  What  about  small  companies  who  don't  have  the  actu- 
aries to  perform  it? 

Mr.  Vagley.  The  proponents  of  McCarran  reform  would  not  pre- 
vent trending  from  being  a  practice.  They  would  argue  with  you 
that  there  are  providers  who  will  grow  and  thrive  in  this  new  mar- 
ketplace for  trending  data,  and  that  that  data  will  be  available  to 
smaller  companies,  at  least  those  who  cannot  perform  their  own  ac- 
tuarial services. 

Mr.  Fish.  Do  you  think  the  quantity  of  actuaries  is  sufficient  for 
the  industry? 

Mr.  Vagley.  I  don't  know  that  the  quantity  of  actuaries  is  suffi- 
cient, but  perhaps  like  trial  lawyers,  the  quantity  will  grow  to  fit 
the  marketplace. 

Mr.  Fish.  That  is  another  subject.  What  about  the  problem  of 
State,  "rate  suppression,"  and  the  adverse  effect  it  has  on  compa- 
nies in  certain  States  and  regions?  Could  you  discuss  rate  suppres- 
sion and  comment  on  the  impact  it  has  on  the  availability  of  insur- 
ance, both  nationally  and  in  specific  markets? 

Mr.  Vagley.  I  think  it  has  a  phenomenal  impact,  Mr.  Fish.  We 
experience  rate  suppression  in  all  too  many  States.  Really,  distor- 
tions of  the  competitive  marketplace. 

We  are  a  substantially  regulated  industry.  We  are  frustrated  by 
that.  It  affects  the  profitability,  the  margins  of  the  industry,  it 
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causes  the  industry  to  make  market  decisions  that  probably  reduce 
the  availabihty  of  insurance.  It  is  a  very  frustrating  issue  to  us. 

Mr.  Fish.  Thank  you. 

Mr.  GustEifson,  the  chairman  raised  this  issue  to  you,  and  I 
would  like  to  embellish  on  it.  On  page  5  of  your  testimony  you  talk 
about  the  ongoing  need  for  agents  to  have  access  to  standardized 
policies  and  manuals.  Could  you  describe  what  exactly  is  contained 
in  these  manuals? 

Mr.  GuSTAFSON.  Well,  Mr.  Fish,  the  manuals  give  the  agent  the 
roadmap  as  to  how  they  are  supposed  to  apply  the  rules  that  are 
put  forth,  how  the  rates  are  to  be  applied,  such  things  as  increased 
limits,  classifications,  territorial  differences,  as  well  as  how  you 
apply  the  actual  lost  cost  information  that  we  are  now  given  to 
base  the  premium  on. 

There  are  guideline  indications  that  the  agents  are  to  follow;  for 
example,  in  rating  property  risks,  from  a  fire  standpoint,  the  dif- 
ference between  frame  construction,  concrete  construction,  and  so 
on,  as  to  the  difference  it  would  be  in  the  final  premium  charged 
by  the  company. 

If  we  don't  have  a  common  base,  again,  as  I  mentioned  before, 
to  work  from,  it  is  virtually  impossible — in  talking  with  a  customer 
and  in  talking  about  various  possible  companies  that  I  could  offer 
the  insurance  to  for  my  client — it  is  virtually  impossible  without 
some  roadmap  to  go  by  to  know  that  we  are  talking  about  equal 
coverage  and  equal  application  of  the  rates  that  might  have  been 
determined. 

Mr.  Fish.  Inserting  the  matter  you  just  raised,  typically  would 
an  agent  have  to  refer  them  to  more  than  one  manual  to  serve  a 
particular  customer?  Would  he  refer  to  many  manuals? 

Mr.  GuSTAFSON.  There  may  be  different  manuals  for  different 
lines  of  business,  and  a  particular  company  that  you  deal  with  may 
have  its  own  manual  that  it  has  put  out  as  to  how  it  wants  to  func- 
tion. 

What  we  find,  though,  what  I  find  as  an  independent  agent  is 
that  by  and  large  these  manuals  are  all  based  on  at  least  a  base- 
line so  that  when  we  say  rating  a  territory,  for  example,  at  least 
we  know  what  is  being  talked  about.  When  we  say  a  lost  cost  part 
of  a  rate,  we  know  what  it  is  we  are  talking  about. 

Mr.  Fish.  Who  publishes  these  manuals? 

Mr.  GUSTAFSON.  Various  organizations.  Insurance  Services  Office 
certainly  publishes  for  many  companies.  There  are  other  similar  or- 
ganizations that  publish  these  type  of  manuals.  And  as  I  said, 
many  insurance  companies  publish  their  own  manuals,  or  more 
likely  deviations  or  changes  from  particular  parts  of  a  given  man- 
ual that  is  looked  at  more  or  less  as  a  standard. 

Mr.  Fish.  Could  you  comment  on  antitrust  problems  posed  by 
these  manuals?  Have  you  ever  heard  of  price  fixing? 

Mr.  GuSTAFSON.  I  am  not  aware  of  any  price  fixing  that  has  gone 
on.  I  am  certainly  aware 

Mr.  Fish.  Allegations  of  price  fixing  based  on  the  use  of  these 
manuals  by  agents. 

Mr.  GUSTAFSON.  I  have  never  heard  agents  making  those  allega- 
tions. I  am  certainly  aware 
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Mr.  Fish,  Other  people  would  make  them  about  agents'  use  of 
these  manuals. 

Mr.  GusTAFSON.  The  only  specific  thing  I  am  aware  of,  I  suspect, 
as  everybody  is,  is  the  Attorney  Greneral's  suit  that  was  brought 
some  time  ago.  I  am  well  aware  of  that. 

Mr.  Fish.  If  I  have  time,  what  impact  of  the  recent  natural  disas- 
ters, hurricanes,  floods,  et  cetera,  had  on  the  insurance  industry? 
What  has  been  the  impact  on  the  particular  markets  involved,  such 
as  South  Carolina,  Florida?  What  is  the  anticipated  impact  of  the 
various  lines  of  coverage  on  the  Midwest  as  a  result  of  the  recent 
flooding? 

Mr.  GuSTAFSON.  First  of  all,  I  can't  speak  to  what  the  impact  in 
the  Midwest  will  be.  My  guess  is  that  it  will  have  relatively  mini- 
mal impact  on  the  property-casualty  industry  because  of  the  fact 
that  much  of  the  damage  would  be  flood  related,  which  wouldn't  be 
covered  by  standard  policies. 

I  can  speak  specifically  for  the  Northeast,  which  is  where  I  oper- 
ate, in  New  Hampshire  and  Maine,  and  say  that  already  we  are 
beginning  to  see  insurance  companies  have  a  lack  of  appetite  for 
wind  and  hail  coverage  for  property  that  is  located  relatively  close 
to  the  ocean,  even  though  it  is  unlikely  that  we  will  have  the  type 
of  hurricane  that  hit  Florida,  for  example. 

My  members  in  Florida  and  through  the  Carolinas  and  even  up 
into  Long  Island  tell  me  that  they  are  seeing  severe  dislocations  of 
the  availability  of  coverage,  that  includes  windstorms,  for  their 
insureds. 

So  I  see  a  great  deal  of  disruption  now,  and  it  is  particularly  dif- 
ficult for  the  agent,  who  must  place  the  business  with  an  insurance 
company,  obviously,  in  order  to  take  care  of  the  customer's  needs. 
It  is  very  difficult  to  be  in  that  position,  not  being  able  to  get  ade- 
quate coverage  for  a  customer. 

Mr.  Fish.  Thank  you  very  much. 

Mr.  Scott  [presiding].  Thank  you  very  much. 

I  would  like  to  thank  this  panel  and  announce  that  because  of 
the  upcoming  vote  on  NASA  reauthorization,  there  is  an  amend- 
ment on  section  316  that  we  have  to  vote  on.  We  will  be  back  as 
soon  as  we  can  for  the  third  panel.  So  we  will  be  in  recess  very 
briefly. 

Thank  you. 

[Recess.] 

Mr.  Brooks  [presiding].  The  subcommittee  will  come  to  order. 

The  final  panel  is  made  up  of,  first,  Mr.  William  Pollard,  execu- 
tive vice  president  and  general  manager.  North  Carolina  Farm  Bu- 
reau Mutual  Insurance  Co.,  of  Raleigh.  He  is  here  to  testify  on  be- 
half of  the  National  Association  of  Independent  Insurers,  as  well  as 
several  other  insurance  associations:  Alliance  of  American  Insurers, 
American  Council  of  Life  Insurance,  Health  Insurance  Association 
of  America,  National  Association  of  Independent  Insurers,  National 
Association  of  Life  Underwriters,  National  Association  of  Mutual 
Insurance  Cos.,  and  National  Association  of  Professional  Insurance 
Agents. 

He  has  more  hats  than  I  have  ever  heard  of. 

Our  next  witness  is  Michael  Fusco,  executive  vice  president  and 
chief  operating  officer  for  the  Insurance  Services  Office. 
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The  third  witness  is  Linda  Lipsen,  legislative  director  of  Con- 
sumers Union.  She  is  a  recognized  expert  on  consumer  antitrust  is- 
sues and  has  testified  on  this  legislation  before.  Of  course,  we  wel- 
come her  back. 

The  fourth  panelist  is  Mr.  Robert  J.  Hunter,  president  of  the  Na- 
tional Insurance  Consumer  Organization  and  one  of  the  most  wide- 
ly recognized  experts  on  consumer  insurance  issues.  Bob  is  an  actu- 
ary. I  am  glad  to  have  you  back  again,  Mr.  Hunter. 

Then  we  will  have  Mr.  Rick  K.  Nelson,  president  of  R.K.  Nelson 
and  Associates,  Lake  Forest,  IL,  an  independent  life  insurance 
agent.  Welcome  back,  Mr.  Nelson. 

The  final  witness  will  be  John  M.  Rector,  who  is  the  able  vice 
president  for  government  affairs  and  general  counsel  for  the  Na- 
tional Association  of  Retail  Druggists.  Welcome  back,  Mr.  Rector. 

In  view  of  the  time  and  the  hour  and  the  situation  we  have  right 
now,  I  think  that  the  wisest  thing  to  do  would  be  to  accept  all  of 
the  statements  for  the  record  as  you  have  them  reproduced,  and 
without  objection  we  will  do  that.  In  addition,  all  members  will  be 
given  an  opportunity  to  extend  written  questions  if  they  so  desire. 

[The  prepared  statements  follow:] 
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STATEMENT  OF 

WILLIAM  L.  POLLARD 

ON  BEHALF  OF  THE 

ALLIANCE  OF  AMERICAN  INSURERS 

AMERICAN  COUNCIL  OF  LIFE  INSURANCE 

HEALTH  INSURANCE  ASSOCIATION  OF  AMERICA 

NATIONAL  ASSOCIATION  OF  INDEPENDENT  INSURERS 

NATIONAL  ASSOCIATION  OF  LIFE  UNDERWRITERS 

NATIONAL  ASSOCIATION  OF  MUTUAL  INSURANCE  COMPANIES 

NATIONAL  ASSOCIATION  OF  PROFESSIONAL  INSURANCE  AGENTS 

ON  H.  R.  9 

BEFORE  THE 

ECONOMIC  &  COMMERCIAL  LAW  SUBCOMMITTEE 

COMMITTEE  ON  THE  JUDICIARY 

HOUSE  OF  REPRESENTATIVES 

JULY  29,  1993 


Mr.  Chairman,  Members  of  the  subcommittee,  the 
McCarran-Ferguson  Act  promotes  competition  and  a  stable, 
reliable  marketplace,  contrary  to  what  its  critics  say.   The 
McCarran  Act  is  essential  to  the  continuation  of  a  healthy, 
competitive  insurance  market  and  should  not  be  repealed  or 
changed  in  any  way.   H.  R.  9  would  result  in  fewer  companies  and 
less  competition,  which  would  be  harmful  to  insurance  consumers 
and  the  marketplace.   H.  R.  9  should  be  rejected. 
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My  name  is  William  L.  Pollard,  Executive  Vice  President 
and  General  Manager  of  the  North  Carolina  Farm  Bureau  Mutual 
Insurance  Company  of  Raleigh,  N.  C,  and  a  member  of  the  Board 
of  Governors  of  the  National  Association  of  Independent  Insurers. 

I  am  appearing  here  today  on  behalf  of  the  NAII  and  the 
following  property/casualty,  life  and  health  associations: 
AAI,  ACLI,  HIAA.  NALU,  NAMIC,  And  NAPIA. 

I  would  like  to  say  today,  based  on  my  firsthand 
experience  from  working  in  the  industry  for  nearly  25  years, 
that  the  McCarran  Act  is  working  well,  as  evidenced  by  a 
fiercely  competitive  insurance  market  and  a  sound  system  of 
state  regulation. 

The  insurance  industry  is  highly  competitive  with 
nearly  6,000  life,  health  and  property-casualty  companies  and 
about  570,000  agents  and  brokers. 

The  North  Carolina  Farm  Bureau  Mutual  Insurance  Company 
began  writing  business  in  North  Carolina  in  1953  and  has  grown 
to  become  a  medium-sized  company  writing  approximately  $314 
million  in  net  premiums  in  1992 — writing  only  in  one  state. 

The  company  was  organized  by  the  North  Carolina  Farm 
Bureau  Federation  to  serve  the  insurance  needs  of  farmer  members 
who  were  having  difficulty  buying  fire  insurance  because  of  the 
nature  and  location  of  their  property.   While  the  company  has 
enlarged  its  policyholder  base  over  the  years  by  offering  its 
products  to  other  rural  and  urban  citizens,  its  main  purpose  of 
offering  reasonably  priced  insurance  to  its  farm  constituency 
has  not  changed.  And  by  so  doing  it  has  fostered  a  stable, 
competitive  environment  for  all  North  Carolina  citizens. 
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Without  the  benefits  of  the  McCarran  Act.  which  allows 
us  to  use  industry-wide  data  to  compete  against  the  larger 
companies  and  to  grow,  our  company  might  not  be  in  existence 
today. 

All  the  other  Farm  Bureau  affiliated  companies  across 
the  country  were  organized  for  the  same  purpose  as  ours  and 
operate  in  a  similar  manner.   This  has  led  to  a  competitive 
market,  particularly  in  rural  areas,  as  many  other  companies  now 
offer  their  products  in  these  areas  due  to  the  success  of  the 
Farm  Bureau  companies. 

Likewise,  many  other  companies,  most  of  them  NAII 
members,  were  first  organized  to  meet  a  specific  purpose  for  a 
particular  market  and  similarly  relied  on  the  benefits  of  the 
McCarran  Act. 

Under  H.R.  9  these  companies  would  be  deprived  of  the 
use  of  "analyzed"  industry  data  to  establish  rates  under  H.R. 9. 
This  could  lead  to  much  uncertainty  on  the  part  of  these 
companies  and  could  jeopardize  the  service  provided  to  their 
customers  and  to  the  marketplace. 

The  McCarran-Ferguson  Act  allocates  power  between  the 
federal  government  and  the  states  regarding  the  responsibility 
for  regulation  of  the  business  of  insurance.   Repeal  of,  or 
changes  in,  McCarran  will  alter  this  allocation,  replacing  the 
current  system  of  state  regulation  of  insurance  with  a  system  of 
dual  federal  and  state  regulation.   We  believe  the  system  has 
been  working  very  well  for  nearly  50  years,  and  we  see  no  need 
to  change  it. 
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McCarran  also  provides  insurers  with  a  limited 
exemption  from  federal  antitrust  laws,  i.e.  Sherman,  Clayton, 
and  FTC  Acts  to  the  extent  they  are  so  regulated  by  the  states. 
McCarran  does  not  permit  boycotts,  coercion,  and  intimidation, 
and  the  scope  of  the  exemption  itself  has  been  narrowed 
considerably  by  many  court  decisions.   General  federal  corporate 
laws  pertaining  to  taxes,  labor  relations,  pensions,  and  so 
forth  apply  to  insurers. 

The  reason  the  McCarran  Act  is  so  vital  to  insurers  is 
that  insurance  is  a  unique  business.  Unlike  other  businesses, 
insurers  do  not  know  the  true  cost  of  their  product  until  after 
it  is  sold  and  all  claims  have  been  presented  and  resolved, 
which  may  be  years  after  the  sale.   Insurers  must  make  educated 
projections  about  future  losses,  economic  factors,  legal 
standards,  and  a  variety  of  other  variables,  and  often  they  must 
wait  years  to  find  out  if  they  were  right  or  wrong.   As  a 
result,  insurers  must  act  jointly  to  gather  as  much  data  as  they 
can  to  make  sure  their  estimates  are  as  reliable  as  possible. 

The  McCarran  Act  permits  joint  collection  and  sharing 
of  statistical  data  and  other  essential  information  so  that 
companies  can  make  intelligent  predictions  about  possible  future 
losses,  adequately  price  insurance  products,  and  maintain 
realistic  reserves  to  protect  company  solvency  for 
policyholders.   H.R.  9  would  ban  or  put  under  a  cloud  these  and 
many  other  joint  industry  practices.   Without  reliable  industry 
data,  most  companies  would  have  to  either  "fly  blind"  in  making 
pricing  decisions  or  follow  the  lead  of  some  large  company. 
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Some  companies  could  be  forced  to  go  out  of  business  entirely  or 
be  absorbed  by  a  larger  company.  Ultimately  this  works  to  the 
detriment  of  policyholders  who  through  no  fault  of  their  own 
may  have  fewer  choices  in  the  marketplace. 

We  are  also  concerned  about  the  fact  that  H.R.  9  would 
result  in  unnecessary  and  costly  dual  federal-state  regulation 
of  insurance,  with  no  demonstrated  benefits.   Today,  regulation 
for  solvency  and  claims  handling  is  carried  out  by  officials 
closest  to  the  consumer — at  the  state  level.   H.R.  9  would 
subject  many  vital  and  pro-consumer  industry  practices — such  as 
ratemaking,  packaging  of  insurance  products,  and  pooling  for 
hard-to-place  risks — to  unwarranted,  duplicative  federal 
regulation. 

Insurance  trade  practices  are  pervasively  regulated  by 
the  individual  states.   H.R.  9  while  ostensibly  aimed  at 
antitrust  enforcement  would  inadvertantly  expand  FTC 
jurisdiction  in  the  trade  practice  area.   This  would  create  the 
potential  for  overlaps,  duplication  of  effort  and  conflicts 
between  state  and  federal  authorities.  This  unwarranted 
intrusion  into  areas  already  regulated  by  the  states  is  but 
another  of  the  glaring  shortcomings  of  H.R.  9. 

Most  problems  —  availability,  ratemaking,  consumer 
complaints,  or  company  solvency  —  vary  considerably  from  state 
to  state  and  we  believe  it  is  in  the  best  interest  of  the 
policyholders  in  each  jurisdiction  to  be  able  to  address  their 
concerns  to  a  regulator  at  that  level,  i.e.,  to  the  individual 
state  regulators.   I  strongly  believe  that  most  policyholders  in 
North  Carolina  feel  this  way. 
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H.R.  9  is  so  vague  that  we  anticipate  years  of 
unnecessary  litigation  over  its  application  and  meaning.   It  is 
hard  to  imagine  how  this  will  be  helpful  to  the  industry  and 
consumers.  / 

In  summary,  the  changes  in  McCarran  proposed  by  the 
bill  may  cause  insurance  markets  to  shrink,  reduce  the  number  of 
companies,  reduce  competition,  stifle  innovation,  reduce  the 
availability  of  insurance  to  consumers,  and  increase  consumers 
insurance  costs.   The  bill  would  be  particularly  damaging  to 
small  and  medium  size  companies,  like  ours,  which  serve  millions 
of  American  consumers. 

Let  me  conclude  by  pointing  out  that  no  reliable 
evidence  has  been  presented  to  show  that  these  changes  in 
McCarran  would  make  insurance  more  available  or  affordable,  or 
that  the  changes  would  address  the  underlying  causes  of 
insurance  rate  increases.   Quite  the  opposite  could  occur  by 
weeding  out  many  local  and  regional  carriers.   The  proponents  of 
H.R.  9  may  argue  that  the  concerns  we  are  stating  are 
unwarranted  and  such  is  not  the  intent  of  this  bill.   However, 
why  tamper  with  a  system  that  has  worked  well  for  so  long,  - 
giving  stability,  availability  and  competitiveness  to  this 
business  -  in  order  to  replace  it  with  one  full  of  uncertainty? 

Thank  you  for  the  opportunity  to  present  our  views. 
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STATBNBliT  07  MICHAEL  rUSCO 
■XBCUTIVB  YICB   PRESIDENT 
CHIEr   OPBRATINQ  OFFICER 
mSDRAHCE    SERVICES   OFFICE,    IMC. 

JULY   29,    X993 

SUBCOMMITTEE  OM  BCOHOMIC  AMD  COMMERCIAL  LAW 
COMMITTEE  OM  THE  JUDICIARY 
U.S.  HOUSE  OF  REPRESEMTATIVES 

I  2un  Michael  Fusco,  Executive  Vice  President  and  Chief  Operating 
Officer  at  Insurance  Services  Office,  Inc.  (ISO) .   I  am  a  Fellow 
and  past  President  of  the  Casualty  Actuarial  Society  and  a 
member  of  the  American  Academy  of  Actuaries.   I  am   here  to  talk 
to  you  eUsout  the  essential  role  organizations  like  ISO  play  in 
the  property/casualty  insurance  business.  This  morning  I  will 
discuss: 

o    ISO  and  the  products  and  services  it  provides; 

o    How  ISO  products  and  services  benefit  the 

property/casualty  insurance  industry  and  consumers; 

o    How  ISO  has  fulfilled  the  promise  it  made  in  1989,  to 
this  committee  and  to  others,  to  get  out  of  the 
advisory  rate  business;  and 

o    Our  concern  that  amendment  of  the  McCarran-Ferguson 
Act  will  create  unnecessary  legal  uncertainty,  deter 
the  lawful,  pro-competitive  use  of  ISO's  products  and 
services  and,  thereby,  irreparably  harm  the  already 
highly  competitive  property/casualty  insurance  market. 
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I.    ISO  AND  THE  PRODUCTS  AND  SERVICES  IT  PROVIDES: 

Insurance  Services  Office,  Inc.  (ISO)  is  a  non-profit 
corporation  that  makes  available  statistical,  actuarial, 
policy  form,  and  related  services  to  any  U.S. 
property/casualty  insurer. 

We  are  doing  business  —  to  a  varying  extent  —  in  all 
fifty  states,  the  District  of  Columbia,  and  Puerto  Rico. 
Typically,  we  are  licensed  as  an  advisory  organization 
and/or  as  a  rating  or  rate  service  organization,  and  we 
serve  as  an  officially  designated  statistical  agent  for 
state  regulators.   He  offer  insurers  and  producers  a  wide 
range  of  specific  services.   Let  me  mention  some  of  the 
major  ones. 

Pursuant  to  state  law,  ISO  serves  as  a  statistical  agent. 
We  develop  statistical  plans  for  collecting  and  pooling 
data  from  our  participating  companies,  and  we  submit  the 
aggregate  data  to  regulatory  authorities  as  required  by 
law.   While  helping  companies  comply  with  state 
requirements  to  report  data,  we  compile,  edit  for  quality, 
and  combine  compatible  data  from  many  companies  into  a 
statistically  credible,  pooled  data  base.   I  should  note 
that  no  insurer  has  access  through  ISO  to  any  other 
insurer's  individually  reported  data. 
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He  perform  actuarial  services.  We  review  aggregate 
statistical  data  and  develop  cost-based  projections  of 
statewide  average  loss  costs  —  overall  and  by  class  and 
territory.   We  provide  advisory  prospective  loss  costs  to 
our  participating  companies,  each  of  which  say  elect  to 
accept  them,  adjust  them,  or  not  to  use  them  at  all.   ISO's 
actuarial  analyses  are  produced  entirely  by  its 
professional  actuarial  staff,  in  accordance  with  the 
Professional  Code  of  Conduct  adopted  by  the  Casualty 
Actuarial  Society  (CAS)  and  the  American  Academy  of 
Actuaries,  using  generally  accepted  actuarial  procedures. 
These  procedures  are  consistent  with  the  "Statement  of 
Principles  Regarding  Property  and  Casualty  Insurance 
Ratemaking"  as  promulgated  by  the  Casualty  Actuarial 
Society  and  the  Actuarial  Standards  of  Practice  adopted  by 
the  Actuarial  Standards  Board.   At  ISO,  insurers  are 
prohibited  from  making  decisions  regarding  advisory 
prospective  loss  costs  or  any  aspect  of  ISO's  actuarial 
methodologies . 

We  develop  standardized  policy  forms.   ISO  standardized 
policy  forms  and  endorsements  enable  both  consumers  and 
regulators  to  make  meaningful  price  and  coverage 
comparisons  among  insurers.   ISO  policy  forms  provide  a 
base  from  which  insurers  and  producers  can  depart, 
tailoring  coverage  to  insure  unique  risks  or  target 
markets.   Participating  insurers  can,  and  do,  compete  in 
providing  coverage  enhancements. 
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ISO  is  very  different  fron  the  rate  bureaus  of  the  past, 
which,  in  Bost  instances,  existed  as  cartels.   Those 
bureaus  were  organized  along  local,  regional  and  national 
lines.   In  most  states,  insurers  were  required  to  belong  to 
the  bureaus  and  were  required  to  use  the  insurance  premium 
rates  and  policy  forms  published  by  the  bureaus.   In 
contrast,  ISO's  prospective  loss  costs  and  standard 
coverage  parts  are  all  advisory;  that  is,  ISO  participating 
insurers  have  no  obligation  to  ISO  or  any  other  entity  to 
use  them.   No  property/casualty  insurer  can  be  excluded 
from  participating  in  ISO.   Neither  can  an  insurer  be 
required  to  join  ISO.  Those  insurers  that  are  ISO 
participants  may  choose  the  ISO  products  or  services  they 
wish  to  purchase  and  may  then  use  those  products  and 
services  in  the  manner  that  best  fits  their  individual 
needs. 

ISO's  corporate  policy  of  non-adherence  is  central  to  its 
operation  and  is  the  principal,  but  not  the  only,  element 
that  distinguishes  it  from  the  rating  bureaus  of  the  past. 
ISO  focuses  on  the  essential  task  of  developing  reliable 
information  to  assist  participating  insurers  in  making 
informed,  intelligent  and  independent  decisions  ed>out  the 
insurance  premiums  they  charge  and  the  insurance  coverage 
they  provide. 
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II.   HOW  ISO  PRODUCTS  AND  SERVICES  BENEFIT  THE  PROPERTY/CASUALTY 
INSURANCE  INDUSTRY  AND  CONSUMERS; 

ISO's  Infomatlon  and  services:   (1)  help  reduce  the  cost 
paid  by  consumers  for  Insurance;  (2)  nake  it  possible  for 
more  insurers  to  compete  in  the  marketplace,  giving 
consumers  greater  choice;  (3)  enable  consumers  to  compare 
the  prices  and  coverages  offered  by  different  insurers;  and 
(4)  help  to  speed  up  the  claims  handling  process.   ISO  does 
this  in  the  following  ways: 

First,  ISO  reduces  operating  costs.  ISO  can  provide 
insurers  with  the  information  and  services  that  they  need 
to  write  business  at  a  lower  cost  because  ISO's  overhead 
and  expenses  are  borne  by  many  insurers.   If  each 
individual  insurer  had  to  produce  ISO  information  and 
services  itself,  its  costs  would  drastically  increase 
because  it  would  have  to  increase  staffing  substantially, 
invest  in  expensive  equipment,  and  devote  a  lot  more  of  its 
resources  to  such  an  effort.   It  is  likely  that  the 
additional  cost  of  doing  business  would  translate  into 
higher  costs  for  insurance  consumers. 

Second,  effective  use  of  ISO's  services  permits  insurers  to 
charge  lower  premiums  to  consumers  by  providing  insurers 
with  credible  advisory  prospective  loss  cost  information. 
(Prospective  loss  costs  are  actuarially  established 
estimates  of  the  dollars  needed  to  cover  loss  payments.) 
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Insurers  can  feel  nore  secure  about  their  pricing  decisions 
and  can  reduce  the  margin  for  error  built  into  their  rates 
if  they  can  confidently  predict  what  losses  can  be  expected 
on  the  policies  that  they  sell.   Unlike  other  industries, 
property/casualty  insurers  do  not  know  the  ultimate  cost  of 
the  product  that  they  sell  -  the  insurance  policy  -  at  the 
time  of  sale.   It  may  take  months  or  possibly  years  after 
the  policy  expires  before  an  insurer  knows  the  policy's 
costs  because,  at  the  time  of  sale,  losses  under  the 
insurance  policy  have  not  yet  occurred. 

Central,  then,  to  the  process  of  insurance  pricing  is  the 
availability  of  a  reliable  data  base  containing  premium  and 
loss  information  on  similar  types  of  insurance  coverages  on 
which  estimates  of  loss  payments  can  be  based.   No  insurer 
has  enough  credible  information  of  its  own  for  all  of  the 
lines  and  the  thousands  of  classifications  of 
property/casualty  insurance.   As  with  all  forms  of 
statistical  analysis,  the  larger  and  more  consistent  the 
statistical  sample,  the  greater  the  probability  that  the 
predictions  based  jon  that  sample  are  accurate.  This  "law 
of  large  numbers"  means  that,  with  a  broad  aggregate  data 
base  of  loss  experience,  the  analysis  and  prediction  of 
expected  losses  would  be  more  reliable. 
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Insurance  statistics  from  nany  Insurers  are  pooled  and 
maintained  by  organizations,  like  ISO,  that  are  regulated 
by  state  Insurance  departnents.   Insurers  provide  ISO  with 
data  eU»out  their  o%m  premium  and  loss  experience,  which  are 
then  combined  with  similar  Information  from  other  insurers 
reporting  data  to  ISO.   In  turn,  insurers  and  government 
agencies  are  provided  with  aggregate  information  derived 
from  the  pooled  data  base. 

Although  large  quantities  of  data  are  a  prerequisite  to  a 
credible  data  base,  data  collection  is  only  the  first  step 
in  the  process  of  obtaining  information  eibout  the  future 
costs  of  providing  insurance  coverage.   Historical  data  can 
provide  a  good  picture  of  past  costs  but  give  little 
information  about  current  and  future  costs  without 
additional  analysis  —  loss  development,  trend,  and  others 
—  including  the  use  of  professional  judgment. 

Trend  analysis  is  an  important  part  of  that  professional 
judgment.   It  is  an  important  bridge  between  information 
about  claims  paid  on  policies  in  the  past  and  the  cost  of 
current  and  future  claims.   Some  people  think  trending 
losses  into  the  future  is  easy.   It's  not.  Trend  analysis 
is  not  simply  a  matter  of  tacking  on  the  economists' 
consensus  inflation  forecast  of,  say,  six  percent  to  last 
year's  losses. 
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Trend  analysis  requires  a  careful  exaoination  of 
claim-severity  changes  over  time,  claim-frequency  patterns 
over  time,  and  changes  in  exposure-growth  patterns.   It 
requires  the  evaluation  of  deductibles,  policy  limits, 
non-recurring  events  and  the  propensity  to  litigate.   It 
requires  looking  at  data  over  both  the  short  term  and  the 
long  term.   It  requires  looking  at  data  countrywide  and 
state  by  state.   It  requires  looking  at  data  line  by  line 
and  coverage  by  coverage.   It  requires  looking  at 
insurance  cost  data  and  changes  in  external  conditions  — 
for  auto  insurance,  things  such  as  changes  in  speed  limits, 
road  conditions,  traffic  density,  gasoline  prices,  the 
extent  of  driver  education  and  drunk-driving  patterns.   For 
just  three  lines  of  insurance  —  commercial  auto,  personal 
auto  and  homeowners  —  ISO's  actuaries  perform  more  than 
3,000  separate  reviews  per  year  to  estimate  loss  trend. 

ISO's  actuaries  —  more  than  any  individual  company's 
actuaries  —  are  familiar  with  the  large  aggregate  ISO  data 
base  needed  for  trend  analyses.   ISO's  actuaries  have  the 
professional  training,  experience  and  expertise  to  perform 
sophisticated  analyses  and  make  reliable  projections.   For 
any  individual  company  to  try  to  replicate  ISO's  trend 
analyses  would  require  substantial  staffing,  training,  and 
systems  development. 
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Individual  insurers  use  ISO's  trend  analyses  —  accept 
them,  reject  then,  or  modify  them  —  as  they  see  fit. 
Companies  do  exeunine  the  data  and  assumptions  underlying 
ISO's  analyses,  and  may  agree  or  disagree  with  ISO's 
selection  of  data,  ISO's  assumptions  or  its  conclusions. 
But,  ISO's  best  estimate  of  loss  trends  is  useful 
information  that  contributes  to  individual  insurers' 
confident,  informed  pricing  decisions.  Economists,  after 
all,  cite  the  availability  of  complete  information  as  one 
characteristic  of  a  fully  competitive  market. 

Insurers  know  that  the  prospective  loss  cost  information 
provided  by  ISO  is  produced  by  a  staff  of  highly  trained 
professional  actuarial  and  data  processing  experts,  and  is 
credible,  reliable  information.   Insurers  can  lower  the 
margin  for  error  in  their  pricing  decisions  because  they 
are  confident  that  the  prospective  cost  information  is 
reliable.   This  permits  them  to  charge  lower  insurance 
premiums . 

The  third  way  that  ISO  products  and  services  benefit  the 
insurance  business  and  consumers  is  by  making  it  possible 
for  small  insurers  to  compete  with  large  ones  and  large 
insurers  to  do  business  in  places  in  which  they  have  low 
premium  volume  or  no  business  at  all.   ISO  enables  more 
competitors  to  compete.   This  benefits  the  insurance 
consumer  because  more  competitors  in  the  marketplace 
translates  into  greater  consumer  choice.   ISO's  information 
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and  services  reduce  barriers  to  market  entry  by  lowering 
the  start-up  costs  of  doing  business.   Small  insurers  that 
do  not  have  the  resources  to  develop  their  own  policy 
forms,  endorsements  and  prospective  loss  cost  information 
can  enter  the  market  by  using  ISO  information  and  services. 
Without  ISO's  information  and  services  these  small  insurers 
night  not  have  the  resources  to  enter  markets  and  to 
compete  with  large  insurers. 

ISO's  information  and  services  also  increase  competition  by 
making  it  economical  for  large  insurers  with  small  market 
shares  for  a  line  of  insurance  to  write  that  business.   If 
ISO  could  not  provide  large  insurers  with  low  cost 
information,  those  insurers  might  conclude  that  it  is  not 
in  their  economic  best  interest  to  %n:ite  insurance  in 
markets  where  they  have  a  small  market  share,  or  to  enter 
new  markets.   By  helping  insurers  enter  markets,  ISO  helps 
the  insurance  consumer.   Insurance  consumers  benefit  when 
there  are  many  insurers  competing  to  gain  market  share 
because  consumers  get  the  most  choice  regarding  coverage, 
service  and  price. 

Fourth,  ISO  facilitates  comparison  shopping.   By  developing 
advisory  common  language  for  insurance  policies  (i.e., 
known  in  the  industry  as  standardized  policy  forms) ,  ISO 
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provides  Insurance  buyers  with  the  means  to  accurately 
compare  the  prices  and  coverage  offered  by  different 
insurers.   This  common  language  also  en2J3les  state 
regulators  and  individual  insurers  to  access  compareUdle 
statistics  from  insurers. 

Finally,  ISO's  information  and  services  help  speed  up  the 
claims  handling  process.   Common  policy  form  language, 
which  has  been  interpreted  by  the  courts,  takes  on  a 
distinct  legal  meaning.   This  legal  certainty  reduces  the 
likelihood  that  the  same  issues  will  be  relitigated  over 
and  over  again. 

III.  HOW  ISO  HAS  FULFILLED  THE  PROMISE  IT  MADE  TO  THIS  COMMITTEE 
IN  1989  THAT  IT  WOULD  GET  OUT  OF  THE  ADVISORY  RATE 
BUSINESS! 

In  July  of  1989,  Mavis  A.  Walters,  Executive  Vice  President 
of  ISO,  came  before  this  Committee  and  told  you  that  ISO 
would  stop  providing  advisory  rates  and  would  phase-in 
advisory  prospective  loss  costs  for  all  lines  of  Insurance 
In  all  states  where  permitted  by  state  law.   She  also  said 
that  we  would  open  ISO's  Board  of  Directors  to  public 
participation  by  including  up  to  three  non- Insurer  members. 
We  have  kept  our  promises. 
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ISO  has  worked  with  Insurers,  regulators,  agents,  and 
brokers  to  ensure  a  smooth  and  orderly  implementation  of 
the  new  prospective  loss  cost  procedures  and  to  minimize 
the  associated  costs  of  transition.   The  National 
Association  of  Insurance  Commissioners  (NAIC)  adopted  model 
prospective  loss  cost  laws  and  procedures.  To  date,  49 
jurisdictions  have  either  enacted  laws  or  -tfJcen  regulatory 
action  to  institute  a  loss  cost  system  and  process  the 
number  of  individual  insurer  filings  that  result  from  the 
move  to  loss  costs.  We  continue  to  actively  pursue  loss 
cost  procedures  elsewhere. 

The  conversion  is  nearly  complete.   Prospective  loss  cost 
filings  have  been  distributed  in  95%  (638  of  672)  of  all 
possible  ISO  state/line  combinations.   We  expect  to  achieve 
a  total  conversion  in  the  very  near  future. 

The  move  to  prospective  loss  costs  is  a  dramatic  change  in 
the  way  insurers  determine  their  prices.   In  the  absence  of 
advisory  rates,  all  insurers  are  forced  to  determine  rates 
based  on  their  own  individual  analysis  of  rate  components. 
Instead  of  simply  adopting  or  deviating  from  the  advisory 
rate  in  effect,  insurers  now  must: 

-    evaluate  the  ISO  prospective  loss  costs  in  relation  to 
their  own  experience  and  expectations; 
determine  their  own  underwriting  expense  factors; 
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-  determine  what  profit  target  Is  appropriate  for  them 
and  build  it  into  their  rates; 

file  and  seek  approval  of  rates  by  regiilators  where 
required,  and  defend  their  judgment; 

-  select  their  own  effective  dates;  and 
distribute  their  approved  rates  to  their  agents. 

In  addition,  ISO  now  has  three  public/non- insurer  members 
on  its  Board  of  Directors.  At  the  seune  time  as  the 
conversion  to  loss  costs  was  announced,  ISO  staff's  sole 
authority  to  determine  ISO  advisory  loss  cost  levels  was 
extended  to  determining  appropriate  application  of 
actuarial  methodology. 

ISO's  conversion  from  advisory  rates  to  advisory 
prospective  loss  costs  has  caused,  and  will  continue  to 
cause,  a  fundamental  change  in  the  way  many  insurers  and 
regulators  do  business.   The  conversion  is  intended  to 
restore  confidence  in  the  competitive  insurance  market  by 
highlighting,  expanding  and  documenting  each  insurer's 
independent  decision-making  process  and  by  emphasizing  the 
fact  that  what  ISO  disseminates  to  insurers  is  advisory 
cost  information,  not  advisory  price  information. 
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IV.   WE  ARE  CONCERNED  THAT  AMENDMENT  OF  McCARRAN  TniLL  CREATE 

LEGAL  ONCERTAINTV  AND  DETER  THE  USE  OF  ISO^S  PRODUCTS  AND 
SERVICES  AND  IRREPARABLY  HARM  THE  HIGHLY  COMPETITIVE 
PROPERTY/CASUALTY  INSURANCE  MARKET; 

McCarran  has  been  with  us  for  nearly  fifty  years.   During 
that  tine  a  highly  competitive  Insurance  market  has  evolved 
and  organizations,  like  ISO,  have  evolved  wi±h  It.   As  ve 
approach  a  half-century  after  enactment  of  McCarran,  we 
should  be  concerned  that  no  action  be  taken  that  would 
create  uncertainty  and  deter  Insurers  from  using  the 
pro-competltlve  products  and  services  of  rating  and 
advisory  organizations  like  ISO. 

As  Professor  Scott  Harrington  of  the  University  of  South 
Carolina  pointed  out  in  an  article  on  advisory 
organizations: 

[T]he  property/ liability  insurance  market  is 
characterized  by  vigorous  competition.   Not  only  is 
the  market  share  of  leading  firms  low  in  most  lines  of 
business  and  states,  but  more  important,  there  are  few 
barriers  to  entry  for  new  firms  or  for  firms  that  wish 
to  write  business  in  different  lines  and  in  states 
other  than  those  where  they  already  operate.   There  is 
no  evidence  that  [advisory]  rates  have  increased 
prices  or  profits.   Furthermore,  this  valuable 
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infomation  does  not  lead  to  price  rigidity  or  price 
fixing.   In  fact,  because  of  the  industry's  low  market 
concentft-ation  and  few  barriers  to  entry — and  because  it 
would  be  virtually  impossible  to  enforce  any  joint 
agreement  to  raise  prices  above  insurer  costs — cartel 
behavior  is  highly  unlikely.   (Fact  Versus  Fiction  on 
Advisory  Rates,  Best's  Review,  October  1989,  p. 58) 

More  recently,  another  commentator  discussing  advisory 
organization  services  observed  that: 

[B]oth  theory  and  evidence  indicate  that  the 
availeUsility  of  those  services  has  increased  the 
number  of  firms  in  the  market  and  has  increased  rather 
than  reduced  competition.   (Patricia  M.  Danzon,  The 
McCarran- Ferguson  Act,  Anticompetitive  or 
Procompetitive,  Regulation,  Spring  1992,  p.  42) 

With  the  full  availability  of  advisory  organization 
products  and  services,  the  property/ casualty  insurance 
market  currently  displays  vigorous  competition.  Government 
sponsored  studies,  such  as  those  conducted  by  the  General 
Accounting  Office,  the  Federal  Trade  Commission  and  the 
U.S.  Department  of  Justice,  have  also  concluded  that  the 
insurance  industry  is  highly  competitive. 
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studies  at  the  state  level  have  reached  the  szune 
conclusion.   In  1989,  after  extensive  investigation, 
including  three  public  hearings,  the  NAIC  issued  a  report 
that  strongly  endorsed  the  pro-competitiveness  of  advisory 
organization  activities.   The  report  states  Jji  part  that 
"Prospective  loss  data  . . .  are  key  to  actuarially  sound 
rate-nalcing.   Lack  of  access  to  pooled  prospective  loss 
cost  data  would  increase  barriers  to  entry,  reduce 
competition,  and  have  a  disproportionately  adverse  impact 
on  smaller  companies."   (Emphasis  added) 

If  observers  in  the  past  found  that  the  industry  is  highly 
competitive  and  that  there  is  no  evidence  that  advisory 
rates  or  policy  forms  have  increased  profits  or  prices  or 
restricted  competition,  it  is  difficult  to  see  how 
proponents  of  McCarran  reform  can  criticize  advisory 
organization  services  when  rates  are  no  longer  being 
distributed. 

Prospective  loss  costs  are  many  steps  removed  from  rates, 
which  are  many  steps  removed  from  actual  marketplace 
prices.   A  company  must  first  determine  whether  or  not  its 
loss  experience  is  better  or  worse  than  the  average 
experience  reflected  in  the  advisory  prospective  loss  costs 
and  file  changes  accordingly.   Next,  it  must  make 
individual  determinations  with  respect  to  expenses  and 
profit  provisions  and  build  these  into  a  recommended  rate 
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by  class  and  territory.  These  individual  company  rates  not 
only  reflect  the  expected  costs  associated  with  writing  a 
particular  type  of  business,  but,  of  necessity,  must  also 
reflect  the  additional  competitive  pressures  of  the 
marketplace. 

We  believe  that  repeal  or  substantial  modification  of  the 
insurance  industry's  limited  antitrust  exemption  will 
elevate  the  level  of  legal  uncertainty  with  which  insurers 
must  cope,  resulting  only  in  reduced  capacity, 
availability,  and  competition  in  the  marketplace.   Indeed, 
the  unique  nature  of  the  insurance  industry  makes  it 
exceedingly  difficult  to  analyze  the  many  practices  that 
would  be  subject  to  antitrust  scrutiny  if  the 
McCarran-Ferguson  Act  were  repealed.   Most  practices  would 
be  subject  to  a  "rule  of  reason"  analysis,  to  be  performed 
by  courts,  on  a  case-by-case  basis,  as  the  practices  are 
challenged.   "Rule  of  reason"  cases  generally  entail 
complex  presentations  of  statistics  and  expert  witnesses. 
They  are  among  the  most  difficult  kinds  of  cases  for  juries 
(and  for  judges)  to  decide.   The  costs  of  litigating  them 
and  the  chances  of  prevailing  in  them  are  the  most 
difficult  for  even  the  most  experienced  lawyers  to  predict. 

For  insurance  companies,  which  have  had  costly  experiences 
in  dealing  with  the  risks  associated  with  the  antitrust 
laws,  there  would  undoubtedly  be  a  tendency  to  stop 
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participating  even  in  those  collective  activities  that 
would  ultimately  be  sustained  as  pro-coapetitive  under  a 
"rule  of  reason"  analysis. 

V.    CONCLUSION t 

Proponents  of  McCarran  repeal  or  reform  should  bear  the 
burden  of  showing  that  there  is  a  need  for  change  and  that 
any  change  they  propose  will  help,  not  harm,  competition  in 
the  property/casualty  insurance  business.   I  have  described 
for  you  how  the  products  and  services  that  ISO  provides  to 
insurers  help  to  ensure  competition. 

By  improving  insurers'  knowledge  of  their  true  costs  and  by 
introducing  economies  of  scale,  ISO  confers  benefits  to  the 
insuring  public  through  lower  costs.   The  pall  that  would 
be  cast  over  these  essential  operations  by  the  repeal  or 
substantial  modification  of  the  already  limited 
McCarran-Ferguson  exemption  could  be  enough  to  severely 
curtail  them.   The  result  would  be  a  disservice  not  only  to 
insurers,  large  and  small,  but  to  the  insuring  public  as  a 
whole. 
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Prepared  Statement  of  Linda  A.  Lipsen,  Legislative  Director, 

Consumers  Union 

Consumers  Union'  appreciates  this  opportunity  to  testify  in 
support  of  H.R.  9,  the  "Insurance  Competitive  Pricing  Act,"  and 
congratulates  the  Chairman  for  his  inspired  and  determined 
leadership  on  this  important  consumer  issue.  While  Consumers 
Union  endorses  an  all-out  repeal  of  the  insurance  industry's 
unjustified  exemption  from  the  antitrust  laws  --  the  McCarran 

Ferguson  Act  of  1945  this  legislation  constructs  a  positive 

compromise  by  prohibiting:    price  fixing,  territorial 
agreements,  monopolization  of  markets,  and  tieing  arrangements. 

H.R.  9  is  good  for  consiimers  because  the  antitrust  laws 
provide  an  incentive  for  offering  better  insurance  products  and 
services  at  lower  costs.   Consumer  organizations  along  with  a 
diverse  group  representing  the  elderly,  labor,  business,  and 
professional  societies  have  long  supported  repeal  or  modification 
of  the  McCarran- Ferguson  antitrust  exemption.    I  will  attach  a 
list  of  such  organizations  for  this  hearing  record. 

Throughout  Consumers  Union's  57  year  history,  we  have 
devoted  a  great  deal  of  attention  to  the  evaluation  of  insurance 


'Consumers  Union  is  a  nonprofit  membership  organization, 
chartered  in  1936  under  the  laws  of  the  State  of  New  York  to 
provide  information,  education,  and  counsel  about  consumer  goods 
and  services  and  the  management  of  family  income.   Consumers 
Union's  income  is  derived  solely  from  the  sale  of  Consumer 
Reports .  its  other  publications  and  films.   Expenses  of 
occasional  public  service  efforts  may  be  met,  in  part,  by 
nonrestrictive,  noncommercial  contributions,  grants  and  fees.   In 
addition  to  reports  on  Consumers  Union's  own  product  testing, 
Consumer  Reports,  with  approximately  4.5  million  paid 
circulation,  regularly  carries  articles  on  health,  product 
safety,  marketplace  economics  and  legislative,  judicial  and 
regulatory  actions  which  affect  consumer  welfare.   Consumers 
Union's  publications  carry  no  advertising  and  receive  no 
commercial  support . 
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products  in  the  pages  of  Consumer  Reports.    Additionally,  we 
advocate  on  behalf  of  insurance  consumers  on  the  state  level 
particularly  in  Calif ornia^ and  Texas  through  our  state  advocacy 
offices,  before  the  National  Association  of  Insurance 
Commissioners,  and  before  the  United  States  Congress. 

Consumers  throughout  this  country  spend  more  dollars  on 
insurance  than  they  spend  on  anything  other  than  food  and 
housing.   Not  surprisingly,  consumers  want  value  for  their  money. 
Our  yearly  survey  of  readers  demonstrates  that  due  to  the 
complexity  of  insurance  products,  the  various  sales  techniques 
employed,  and  other  factors  beyond  the  consumer's  control,  the 
purchase  of  insurance  is  typically  an  uninformed  consumer 
decision.   Indeed,  some  insurance  products  are  so  complicated 
that  even  the  sales  representatives  misunderstand  and 
miscommunicate  the  nature  of  what  they  are  selling.   This  is  true 
whether  consumers  are  buying  life,  health,  homeowners,  auto,  or 
business  liability  insurance  and  it  is  true  despite  the  enormity 
of  the  personal  investment  involved.   To  add  to  the  confusion, 
federal  regulators  and  the  overwhelming  majority  of  state 
regulators  can  do  little  to  protect  the  pviblic  where  the  market 
is  dysfunctional  or  anti- competitive. 

The  most  effective  tools  for  making  the  insurance  market 
work  efficiently- -the  antitrust  laws- -are  sadly  missing  from  the 
federal  tool  box.  In  1945,  Congress  passed  the  McCarran  Ferguson 
Act  which  granted  the  insurance  industry  this  special  immunity 
from  the  Sherman,  Clayton,  and  Federal  Trade  Commission  Act. 
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Insurance  is  the  only  industry  to  enjoy  such  wholesale  immunity 
from  these  consumer  protection  statutes.   We  do  not  believe  that 
there  is  anything  so  unique  or  peculiar  about  the  business  of 
insurance  to  allow  the  continuation  of  such  an  unjustified 
policy. 

Consumers  throughout  this  country  are  concerned  that 
government,  whether  it  be  state  or  federal,  is  not  adequately 
protecting  them  from  market  abuses.   A  growing  cry  for  reform  can 
be  heard  throughout  the  nation.    When  the  issue  of  whether  the 
insurance  industry  should  be  allowed  to  fix  prices  was  put  to  the 
Texas  electorate  several  years  ago,  a  resounding  90.6  per  cent 
said,  "NO!"   Similarly,  Californians  voted  to  rescind  the  state 
antitrust  exemption  for  the  insurance  industry,  when  Proposition 
103  was  adopted.   New  Jersey  has  taken  similar  action  with  regard 
to  auto  insurance . 

Insurance  consumers  believe  that  something  is  very  wrong 
with  the  insurance  marketplace.   Consiimers  are  concerned  that  at 
any  time  the  insurance  upon  which  they  rely  will  be  either 
unaffordable  or  unavailable.   They  are  fearful  of  being  canceled 
without  cause.   They  are  fearful  that  no  one  is  watching  the 

store and  the  store  is  a  several  hundred  billion  dollar 

industry. 

The  insurance  market  for  consumers  appears  deeply  troubled. 
For  example,  many  drivers  pay  more  for  auto  insurance  than  the 
worth  of  their  cars;  many  find  the  purchase  of  insurance  totally 
beyond  their  reach.   During  the  mid-1980' s  niimerous  professions 
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faced  rate  increases  that  boggled  the  mind.   Nurse  midwives,  day 
care  centers,  municipalities  and  others  who  had  never  been  sued 
suddenly  found  that  insurance  was  not  available  at  a  reasonable 
price,  or  for  some  at  any  price.   Oddly,  when  faced  with 
skyrocketing  premiums,  insurance  consumers  found  their  prospects 
for  obtaining  insurance  at  more  affordable  rates  did  not  improve 
even  after  extensive  comparison  shopping.   They  found  that 
carriers  in  similar  lines  quoted  the  same  or  a  similar  price  for 
the  same  coverage.   A  healthy,  competitive  insurance  market  would 
not  have  produced  these  horror  stories.  At  the  very  least, 
insurers  do  not  appear  to  be  acting  independently.   If  anti- 
competitive joint  activities  were  made  illegal  under  H.R.  9,  we 
could  expect  to  see  more  entrepreneurial  businesses  writing 
policies  for  such  relatively  low  risk  professions  and  much  less 
sheep-like  or  "follow  the  leader"  type  behavior.   As  a  result  of 
the  insurance  industry's  exemption  from  the  antitrust  law, 
consumers,  state  attorney  generals  and  others  charged  with 
protecting  consiamers  from  marketplace  abuses,  are  often 
discouraged  from  so  much  as  bringing  their  complaints  against  the 
industry.   There  is  no  reasonable  expectation  a  jury  will 
ultimately  resolve  the  dispute,  pursuant  to  the  broad  exemption 
granted  under  McCarran.   While  H.R.  9  would  not  correct  all  the 
marketplace  problems  we  see,  the  specific  prohibitions  would  help 
eliminate  the  most  obvious  obstacles  to  competition. 

First,  the  bill  seeks  to  eliminate  price  fixing. 
Traditionally,  the  Insurance  Services  Office  (ISO)  an  insurer- 
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ovmed  and  operated  organization  has  advised  companies  on  how  much 
to  charge  for  different  types  of  liability  insurance.   ISO  has 
provided  insurers  these  rates  by  subjectively  estimating  how  much 
the  industry  is  likely  to  pay  out  in  claims  and  defense  fees  in 
the  future,  and  then  adding  in  other  subjective  estimates  for 
agents,  commissions  and  associated  expenses  and  a  comfortable 
profit  margin.   These  subjective  factors  have  been  set  at  levels 
high  enough  to  allow  all  insurance  companies,  or  nearly  all  to 
.make  a  profit.   Under  this  regime,  inefficient  companies  are 
protected  and  all  are  encouraged  to  inflate  their  prices. 
Therefore,  market  forces  are  not  able   to  penetrate. 

In  one  of  the  hearings  oh  the  application  of  the  antitrust 
laws  to  the  business  of  insurance  in  this  Committee,  ISO 
announced  that  it  would  stop  issuing  final  rates  by  a  certain 
timetable.   While  the  ISO  missed  its  own  deadline,  such  a 
proposal  is  no  substitute  for  application  of  the  antitrust  laws 
in  the  face  of  anti- competitive  activity.   A  voluntary  policy 
stipulation  from  a  trade  association  does  not  enjoy  the  force  of 
law  and  is  subject  to  revocation  depending  upon  the  whim  of  that 
trade  association,  the  corresponding  vigilance  of  the  public  and 
the  ebb  and  flow  of  the  political  tides.   The  absurdity  of  a 
trade  association  convincing  Congress  that  the  antitrust  laws 
should  not  apply  to  it  because  of  some  sort  of  voluntary 
agreement  between  its  members  should  be  obvious.   The  only  way  to 
eliminate  or  at  least  minimize  price  fixing  is  through  the 
enactment  and   enforcement  of  laws  with  substeuitial  damages,  like 
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H.R.  9. 

Under  H.R.  9,  ISO  could  still  collect,  compile  and 
disseminate  past  cost  data,  but  it  could  not  issue  final  rates. 
Therefore,  each  company  would  be  required  independently  to  set 
its  rates,  by  applying  to  the  shared  facts  its  own  estimates  and 
judgments  concerning  future  inflation  and  litigation  costs  and  by 
adding  in  its  own  expense  factors  and  profit  requirements. 

In  urging  the  passage  of  H.R.  9,  we  are  asking  Congress  to 
treat  the  insurance  industry  just  like  any  other  American 
business.   If  your  local  grocers  got  together  and  set  the  same 
price  for  meat,  and  consulted  each  other  over  price  changes  and 
promotional  prices,  they  could  be  subject  to  treble  damage  fines 
and  potential  jail  sentences.   But  if  the  several  hundred  billion 
dollar  insurance  industry  conducts  itself  in  exactly  the  same 
manner,  they  call  it  "appropriate"  joint  activity.   We  think  this 
special  treatment  should  end. 

H.R.  9  would  also  prevent  insurance  companies  from  refusing 
to  sell  a  certain  type  of  policy  to  a  consumer  unless  the 
consumer  also  buys  a  second  type  of  insurance.   This  practice  is 
called  tying.    A  tie-in  arrangement  works  like  this:    One  CU 
staffer  insured  with  Hanover  Insurance  received  a  letter  from  his 
agent  suggesting  that  he  obtain  a  homeowners  policy  so  that 
Hanover  could  continue  insuring  his  car.'  Increasingly,  insurers 


'Tie-ins  should  not  be  confused  with  "cross -sell"  discounts, 
which  companies  must  file  with  state  insurance  departments. 
Under  cross  selling,  a  company  encourages  a  policyholder  to  buy 
both  policies  by  offering  a  discount  on  one  or  both  of  the 
policies. 
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are  strong-arming  policyholders  to  obtain  such  support  in  order 
to  issue  or  even  to  continue  an  auto  policy. 

If  the  only  grocery  store  in  town  conditioned  the  sale  of 
deluxe  boneless  chicken  breasts  on  the  purchase  of  soup  bones, 
such  conduct  would  without  a  doubt  be  subject  to  a  substantial 
fine.   But  when  the  insurance  industry  engages  in  the  same 
conduct,  the  consumer  has  virtually  no  avenues  for  redress.   We 
think  this  special  treatment  should  end. 

This  legislation  also  prohibits  monopolization  and  the 
practice  of  dividing  markets  or  setting  territories. 
Accordingly,  it  would  be  illegal  for  two  companies  to  agree  that 
one  would  sell  only  in  one  area  and  that  the  other  would  sell 
only  in  another  area.   If  the  neighborhood  grocery  store  got 
together  and  carved  up  the  meat  market  in  your  area,  such 
behavior  could  be  subject  to  fines  or  criminal  sanctions.   Why 
then  should  the  insurance  industry  be  permitted  to  do  exactly  the 
same  thing  with  impunity?   A  division  of  territories  can  work  to 
the  advantage  of  each  of  the  agreeing  parties,  but  to  the 
detriment  of  the  consumer. 

If  it  is  illegal  for  area  grocers  to  divide  markets,  fix 
prices,  monopolize  the  market,  and  tie  the  sale  of  one  product  to 
the  sale  of  another,  it  should  also  be  illegal  for  competing 
insurers  to  engage  in  the  same  conduct.   There  is  nothing  so 
special  or  unicjue  cibout  the  business  of  insurance  to  warrant  the 
broad  exemptions  granted  under  the  McCarran  Ferguson  Act  of  1945. 
In  battling  past  efforts  to  repeal  the  McCarran  Ferguson 
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Act,  the  insurance  industry  opponents  have  always  argued  that 
such  legislation  would  not  clearly  delineate  prescribed  conduct 
from  acceptable  insurance  practices.    This  legislation  emanates 
clarity,  by  prohibiting  the  most  egregious  anti- competitive 
conduct . 

The  McCarran  Ferguson  Act  was  born  when  the  insurance 
industry  was  young  and  there  was  an  articulable  rationale  for 
permitting  insurers  to  engage  in  many  joint  activities  to  discern 
the  nature  of  risk.   In  1993,  other  than  nostalgia  for  the  past, 
there  is  no  compelling  justification  to  retain  such  a  special 
interest  exemption  from  the  federal  competition  statutes.   We 
urge  prompt  passage  of  H.R.  9. 
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ATTACHMENT 


GROUPS  SUPPORTING  REPEAL  OR  MODIFICATION  OF 
THE  MCCARRAN-FERGUSON  ANTITRUST  EXEMPTION  FOR 
THE  INSURANCE  INDUSTRY 


Consumers  Union 

Small  Business  Legislative  Council 

National  Association  of  Attorneys  General 

American  Association  of  Retired  Persons 

American  Bar  Association 

American  Bankers  Association 

AFL-CIO 

American  Nurses  Association 

Citicorp 

Citizen  Action 

National  Insurance  Consumer  Organization 

Consumer  Bankers  Association 
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Prepared  Statement  of  J.  Robert  Hunter,  President,  National 
Insurance  Consumer  Organization 

Mr.  Chairman  and  members  of  the  Subcommittee,  it  is  a 
pleasure  to  appear  before  you  again  to  discuss  the  need  for 
reform  of  the  insurance  industry's  exemption  from  this  nation's 
antitrust  law. 

Mr.  Chairman,  I  would  like  to  take  this  opportunity  on 
behalf  of  America's  consumers,  to  thank  you  once  more  for  your 
tireless  leadership  on  this  vital  issue.  We  commend  you  for  your 
remarkable  effort. 

When  I  headed  the  Federal  Insurance  Administration  under 
President  Ford,  the  Department  of  Justice  studied  the  exemption 
of  insurance  from  the  antitrust  law  and  called  for  reform.  The 
Carter  Commission  on  Antitrust  Laws  and  Procedures,  in  a  separate 
study,  agreed.   So  has  the  American  Bar  Association.   So  has  the 
State  Attorneys  General.  So  has  the  long  and  diverse  list  of 
supporters  for  reform  attached  as  Exhibit  A  to  this  testimony. 
So  has  Business  Week.  The  Journal  of  Commerce,  and  the  New  York 
Times .   (See  attached  editorials  -  Exhibit  B.) 

Mr.  Chairman,  literally  decades  of  thought,  study  and  debate 
have  gone  into  creation  of  the  language  embodied  in  H.R.  9.  I 
have  witnessed  the  evolution  of  this  bill  over  the  years  and 
believe  it  is  now  time  to  proceed  with  reform. 

Who  opposes  reform?  While  all  of  the  insurance  industry 
opposes  H.R.  9,  only  part  of  the  industry  opposes  any  sort  of 
reform  (i.e..  The  American  Insurance  Association  has  adopted  a 
position  in  favor  of  a  'safe  harbors"  bill).   It  is  clear  that 
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even  significant  parts  of  the  insurance  industry  now  recognizes 
the  need  for  change. 

As  you  know,  three  states  have  moved  to  eliminate  their 
mini-antitrust  exemptions:   California  (in  1988  via  Proposition 
103),  New  Jersey  (for  auto  insurance),  and  Texas.   California's 
antitrust  law  has  applied  to  insurers  for  five  years,  and  there 
are  more  insurers  licensed  to  do  business  in  the  state  than  when 
the  antitrust  was  repealed.   Insurers  profits  have  risen  while 
prices  have  stayed  stable.   For  example,  California  was  the  third 
fastest  increasing  price  state  in  the  nation  before  repeal,  now 
it  is  third  from  the  bottom  in  price  increases.   Insurers  have 
managed  to  find  the  needed  actuarial  assistance  on  trend  and 
other  elements  in  these  jurisdictions.   ISO  has  used  untrended 
loss  costs  exclusively  since  Proposition  103  passed  in  Noveit±)er, 
1988.   It  performs  neither  loss  development  nor  trend  in  New 
Jersey.   It  does  not  function  in  auto  in  Texas 

The  reliance  on  advisory  organizations  to  set  rates  or 
prospective  loss  costs  has  been  a  costly  disaster  for  consumers. 
Billions  of  dollars  are  wasted  because  this  industry  is  not 
subject  to  the  full  forces  of  competition  that  has  made  other 
industries  efficient.   GAO  found  savings  of  30%  when  Michigan 
adopted  competition  rather  than  regulation  in  Worker's 
Compensation.   Savings  in  other  lines  will  be  less,  but 
significant,  I  predict,  when  H.R.  9  passes.   Because  of  their 
preoccupation  with  getting  rates  on  loss  costs  high,  these 
"advisory"  organizations  —  owned  and  operated  by  insurers,  have 
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not  done  what  they  should  have  done  to  get  excellent  data  in 
place.   No  advisory  organization  routinely  collects  data  on 
efficacy  of  anti-fraud  efforts,  for  example,  and  none  collects 
data  on  safety  or  other  loss  prevention  information.   Wouldn't  it 
be  nice  to  see  these  organizations  helping  lower  loss  costs 
through  innovative  data  collection  rather  than  raising  prices 
through  innovative  trending  and  other  ratemaking  techniques? 

But,  without  H.R.  9,  this  won't  happen.   The  advisory 
organizations'  mission  is  to  get  rates  up,  not  down.   Their 
existence  has  been  expensive  for  a  long  time  and  can  no  longer  be 
tolerated  in  the  world-wide  economy  of  1990s. 

These  advisory  organizations  have  promised  to  change  from 
ratemaking  (where  final  rates  are  promulgated)  to  organizations 
of  "prospective  loss  costs"  (the  whole  rate,  less  expenses  and 
profit,  but  including  trend).   They  promised  never  to  send  out 
expense  data  again  but  they  are  doing  so  now.  Their  profit 
recommendation  has  always  been  a  known  fixed  percentage,  usually 
5%  of  premium.   So  all  the  important  elements  of  the  old  bureau 
rate  are  still  promulgated.   They  also  told  us  the  change  would 
be  accomplished  by  1990  (i.e.,  all  states  would  be  on  a  loss  cost 
basis) . 

But  they  have  not  kept  this  schedule.   The  implementation 
schedule  has  slipped  considerably  and  they  now  have  reversed 
themselves  and  will  send  out  expense  circulars  again.   The  "rate" 
is  back  in  the  rate  bureau.   The  cartel  does  not  give  in  easily. 

The  reason  we  need  law  change  and  not  insurer  promises  is 
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not  just  that  promises  can  be  broken,  but  that  America's 
insurance  consumers  look  to  Congress  for  assuring  genuine  lasting 
reform  in  federal  policy  —  reform  that  will  allow  needed  data  to 
continue  to  flow  —  even  better  data,  faster  —  while  ending 
price-fixing  and  other  clearly  anti-competitive  practices. 

I  would  like  to  take  a  moment  to  debunk  a  couple  of  the 
lingering  myths  against  the  bill. 

It  continues  to  be  said  that  H.R.  9  would  hurt  small 
insurance  companies.   Nothing  is  further  from  the  truth.   H.R.  9 
would  hurt  inefficient  insurers,  large  and  small,  by  bringing  the 
forces  of  competition  to  bear.   As  an  actuary,  I  can  tell  you 
that  the  actuarial  profession  is  prepared  to  handle  the  needs  of 
the  small  company.   Small  companies  that  are  efficient  will  do 
just  fine.   You  have  bent  over  backwards  to  assure  that  by  being 
very  generous  to  small  insurers  in  your  bill,  Mr.  Chairman. 

Consulting  actuaries,  armed  with  better  data  from  today's 
advisory  organizations  will  produce  even  better  trend  estimates 
than  the  rating  organizations  ever  could.   ISO  has  over  1500 
companies  that  are  affiliated  in  many  lines  of  insurance  for  a 
total  of  several  thousand  filings.   ISO  has  only  a  handful  of 
actuaries.   Do  you  think  they  give  personalized  trend  service  to 
each  company  for  each  line?  Of  course  not.   They  make  a  high  — 
one  size  fits  all  —  trend.   That's  how  they  handle  the  1500 
companies'  and  all  those  lines'  problems  and  that's  why  America 
pays  too  much  when  rates  are  set  jointly.   The  ratemaker  must 
make  rates  that  are  high  enough  for  the  highest  cost  number 1 
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Another  argxunent  is  that,  while  this  change  will  do  nothing 
("we  don't  price-fix"),  it  will  increase  the  chances  of 
insolvency.   (I  find  it  rather  amusing  that  the  insurers 
constantly  maintain  that  we  do  none  of  the  H.R.  9  -prohibited 
practices,  but  to  stop  them  will  spell  one  sort  of  disaster  or 
another. ) 

In  fact,  I  believe  that  the  lock-step  rate  setting  nature  of 
the  advisory  organizations  increases  solvency  concerns.   Take  the 
"liability  crisis"  of  the  mid-1980 's  as  a  case  in  point. 
Insurers  compete,  at  times,  for  commercial  insurance  because  of 
the  option  some  businesses  have  to  self-insure.   These 
competitive  phases  are  called  "the  soft  market".   This  is 
followed  by  a  "hard  market"  where  bureau  rates  or  loss  costs  are 
used  by  almost  all  companies  and  where  profits  become  excessive 
because  this  advice  is  pegged  at  too  high  a  price.   Near  the  end 
of  the  soft  market,  1984  in  the  most  recent  cycle  bottom, 
insurers  compete  to  a  level  often  below  cost.   The  reason  is  that 
these  insurers  know  that  holding  on  to  a  market  share  is  a  very 
logical  strategy  given  the  fact  that  very  soon  rates  will 
skyrocket  to  bureau  levels  where  super-profits  are  routinely 
earned . 

Thus  the  availability  of  these  prices  or  loss  costs  in  the 
market  are  not  only  a  great  disincentive  to  competition  in 
personal  lines,  but  also  adds  fuel  to  both  the  lows  of  the  cycle 
bottoms  and  the  highs  of  cycle  tops,  as  well  as  increasing 
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uncertainty  and  solvency  risk,  particularly  for  smaller  insurers 
who  might  engage  in  commercial  insurance  at  the  wrong  time. 

The  recent  Supreme  Court  decision  in  the  Hartford  Fire 
Insurance  Co..  et.  al.,  case  also  makes  it  clear  that  Congress 
should  act  now  to  end  the  confusion  in  the  current  McCarran- 
Ferguson  exemption.   The  fact  that  it  took  100  pages  of  obtuse 
jurisprudence,  in  two  5  to  4  votes,  after  two  lower  courts 
disagreed  totally,  demonstrates  that  the  insurance  industry's 
special  interest  antitrust  law  exemption  remains  a  serious  hazard 
to  America's  financial  health. 

The  Court's  decision  —  that,  when  four  huge  U.S.  insurance 
companies  conspire  with  foreign  reinsurers  of  the  size  and  clout 
of  Lloyd ' s  of  London  to  make  broad  insurance  coverage  unavailable 
to  businesses  in  the  United  States,  there  is  no  antitrust 
immunity  —  was  obviously  correct. 

But  there  is  no  question  that  if  two  butcher  shops  entered 
into  the  sort  of  anti-competitive  conspiracy  the  defendants 
engaged  in,  they  would  have  been  slaughtered  at  each  court, 
unanimously. 

Individuals  and  small  businesses  are  the  most  vulnerable  to 
the  kinds  of  pressure  and  coercion  the  insurers  were  guilty  of. 
Hartford,  Allstate,  Aetna  and  CIGNA  wanted  to  stop  insuring 
businesses  against  pollution  and  other  claims.   But  they  knew 
they  could  not  sell  poor  policies  like  these  if  other  insurance 
companies  did  not  do  likewise.   The  naked  attempt  to  squash 
competition  that  ensued  was  required  since  to  do  otherwise  would 
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leave  the  conspirators  unable  to  face  the  rigors  of  competitors 
who  offered  better  policies.   Had  the  Supreme  Court  abided  this 
behavior,  it  would  have  made  a  mockery  of  the  U.S.  Antitrust  law. 
The  fact  they  struggled  so  with  it  is  a  serious  wake  up  call  to 
Congress  that  America  needs  to  deal  with  the  McCarran-Ferguson 
Act's  excessive  antitrust  exemption. 

How  can  you  manage  competition  in  health  insurance  if 
insurers  can  legally  fix  prices,  as  they  may  today,  or  collude  to 
limit  policy  coverage  as  in  this  case?  How  can  America  afford  a 
continuation  of  the  McCarran-Ferguson  Act? 

H.R.  9  has  my  support  and  the  support  of  the  whole  country 
(excluding  the  insurance  industry)  because  it  addresses  real 
problems  with  real  solutions.   It  ends  price-fixing,  that  most 
egregious  of  the  exemption's  manifestations.   It  also  ends 
monopolization  of  markets,  tie-in  sales  and  market  allocations. 
I  have  personally  seen  examples  of  each  of  these  abuses  in 
insurance  in  American.   They  cost  us  all.   They  can  and  should  be 
abolished! 

H.R.  9  does  this,  and  the  time  has  come  to  enact  it  into 
law,  Mr.  Chairman.   We  at  NICO,  and  the  rest  of  those  who  support 
this  bill,  stand  ready  to  do  all  in  our  power  to  assist  you  in 
this  effort. 

I  would  be  happy  to  answer  any  questions  you  may  have. 
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Groups  Interested  in  Repeal  or  Amendment  of  McCarran-Ferquson 

Small  Business  Legislative  Council 

Consumers  Union 

National  Federation  of  Business  and  Professional 

Women's  Clubs  (BPW/USA) 
National  Council  of  Senior  Citizens 
U.S.  Public  Interest  Research  Group 
American  Federation  of  Labor  —  Congress  of  Industrial 

Organizations  (AFL-CIO) 
Consximer  Federation  of  America 
American  Association  of  Nurse  Anesthetists 
Texas,  Colorado,  and  Illinois  Associations  of  Nurse 

Anesthetists 
National  Insurance  Consximer  Organization 
Consumer  Bankers  Association 
American  Association  of  Retired  Persons 
Amalgamated  Transit  Union 
Environmental  Policy  Institute 
Environmental  Action 
Public  Citizen's  Congress  Watch 
National  Association  of  Women  Business  Owners 
Women ' s  Equity  Action  League 
American  Nurses  Association 

Association  of  American  Physicians  and  Surgeons 
National  Association  of  Attorneys  General 
American  Bankers  Association 
Business  and  Professional  Women 
Citicorp 

American  Association  of  University  Women 
National  Women's  Health  Network 
Federal  Trade  Commission 

American  Association  of  Colleges  of  Nursing 
American  Society  for  Medical  Technology 
Automotive  Service  Association 
Citizen  Action 
American  Bar  Association 

Society  of  Collision  Repair  Specialists  (SCRS) 
Older  Women's  League 
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smoke-lilled  room  in  which  "competitors"  set  prices 
and  carve  up  markets  is  the  setting  often  associated 
with  violators  of  antitrust  laws.  Unless,  that  is,  the 
competitors-belong  to  the  $350  billion  U.S.  insurance  indus- 
try. The  1,400  or  so  property-and-casualty  underwriters  rou- 
tinely set  prices,  citing  nationally  published  rates  rather 
than  establishing  their  own  (page  60).  And  it's  all  perfectly 
legal  under  the  1945  McCarran-Ferguson  Act,  which  circum- 


vented a  Supreme  Court  decision  subjecting  the  state-regu- 
lated insurance  industrj'  to  federal  regulation  for  the  first 
time.  McCarran-Ferguson  bars  Washington  from  overseeing 
the  insurance  industry,  specifically  e.xempting  it  from  anti- 
trust laws. 

It's  high  time  to  scrap  this  legislative  anomaly.  The  fruits 
of  joint  action  by  the  industry,  ranging  from  sky-high  premi- 
ums for  day-care  centers  to  absolute  refusal  to  insure  some 
businesses,  are  increasingly  bitter.  Lawmakers  should  adopt 
the  bills  now  pending  in  the  House  and  Senate  outlawing  the 
most  egregious  conduct  of  the  industry  while  protecting  the 
few  joint  activities  that  are  beneficial.  A  bill  pending  in  the 
Senate  would  permit  the  industry  to  continue  gathering  data 
industrj'wide,  coordinating  the  underwriting  of  large  risks 
for  businesses  and  municipalities,  and  offering  lines  of  cov- 
erage jointly  for  the  hard-to-insure.  The  legislation  would 
also  let  insure,rs  establish  guaranty  funds  to  cover  each 
other's  bad  debts. 

But  the  legislation  would  ban  the  kind  of  coordinated 
action  that  leaves  businesses  u-ithout  coverage,  even  though 
they  have  never  filed  a  claim.  The  sooner  Congress  acts  to 
end  this  cartel,  the  better  off  we'll  all  be. 
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End  McCarran-Ferguson 

INSURANCE  COMPANIES  HAVE  ENJOYED  for  too 
long  the  protection  of  an  antitrust  exemption  that  permits 
price  discussion  without  fear  of  prosecution.  This  immunity 
.  keeps  rates  artificially  high,  impedes  competition  and,  in- 
dustry claims  to  the  contrary,  is  not  essential  to  collect  the 
data  insurers  need  to  chart  a  successful  business  course. 

Many  of  the  3,500  property /casualty  insurance  compa- 
nies in  the  United  SUtes  are  local  concerns.  Most  insist 
they  can  write  a  variety  of  insurance  lines  only  because 
they  have  access  to  historical  data  from  an  industry  organi- 
zation called  the  Insurance  Services  Office.  That  group  also 
uses  its  actuarial  expertise  to  suggest  rates  to  its  members. 

Proponents  of  the  McCarran-Ferguson  Act,  which  pro- 
vides the  antitrust  immunity  necessary  to  create  suggested 
rates,  defe:id  the  syste.Ti  as  a  way  of  retaining  the  competi- 
tion and  underwriting  capacity  of  thousands  of  companies. 

But  combining  pricing  data  from  well-run  and  poorly 
run  companies,  as  the  Insurance  Services  Office  does,  ulti- 
mately produces  suggested  rates  that  are  higher  than  justi- 
fied. The  result  is  excessive  insurance  premiums. 

One  of  the  aims  of  the  recent  antitrust  suit  by  sUte 
attorneys  general  against  large  segments  of  the  industry  is 
to  break  up  the  Insurance  Services  Office.  Another  strategy 
for  attacking  McCarran-Ferguson  is  evolving  in  the  House 
Energy  and  Commerce  Committee,  where  moves  to  have 
.  the  federal  government  collect  daU  on  the  insurance  indus- 
try are  being  linked  to  pending  legislation  to  reform  prod- 
uct liability  law.  ■     ■.-    ■  . 

Insurers  steadfastly  object  to  changes  in  McCarran- 
Ferguson  or  to  any  form  of  federal  data  collection.  They 
insist  that  there  is  no  alternative  to- the  familiar  Insurance 
Services  Office.  This  stance  is  not  only  unjustifiable,  but  is 
detrimental  to  some  insurers. 

.  Antitrust  immunity  is  not  vital  to  the  insurance  indus- 
try. Insurers'  need  for  data  is  legitimate,  but  there  is  no 
reason  that  data  cannot  be  provided  by  consultants  working 
for  individual  firms.  On  major  policy  issues,  many  trade 
groups  in  industries  such  as  banking  and  steel  employ 
economic  analysts  to  recommend  a  unified  course  of  action 
for  the  -industry.  The  insurance  industry  could  turn  to 
similar  sources,  although  pricing  would  be  off  limits. 

Reducing  the  sharing  of  insurance  information  could 
result  in  costs  that  some  companies  could  not  bear.  But 
many  small  businesses  fail  at  the  hands  of  larger  competi- 
tors. It  is  up  to  smaller  companies  to  find  a  service  or  a 
market  niche  in  which  they  can  survive.    .     I 

Meanwhile,  antitrust -immunity  gives  the  insurance  in-, 
dustry  a  major  political  problem.  Every  issue,  from  prod- 
uct liability  law  reform  to  information  gathering,  becomes 
a  fight  over  whether  insurers  are  hiding  something  under 
the  cloak  of  McCarran-Ferguson.  \ 

Competition  in  insurance,  as  this  newspaper's  extensive 
daily  coverage  of  the  industry  confirms,  works  to  the 
benefit  not  only  of  buyers  of  insurance,  but  of  the  better- 
managed  insurers  as  well.  EIiminati<(g  antitrust  immunity 
IS  an  important  step  in  increasine/that  competition. 
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ENDING  AN  ANTITRUST  EXEMPTION 


Insurance  Needs  a  Dose  of  Competition 


By  ROBERT  HUr^ER 
iiKlJAYANCOFF 

INSURANCE  companies  have  been 
legally  allowed  to  fix  prices  since 
1945.  when  Congress  passed  the 
McCarran-Ferguson  Act.  which  ex- 
empts the  insurance  industry  from 
the  aniiirusi  laws.  As  a  result,  Amer- 
icans have  paid  more  than  ihey 
j  should  for  coverage  and  business  has 
I  been  forced  to  suffer  through  periodic 
•"crises"  of  soaring  premiums.  Now, 
Congress  has  a  chance  both  to  restore 
stability  [0  the  industry  and  ring 
down  pnces  by  repealing  the  anti- 
trust exemption. 
The  exemption,  along  wnh  ftuctua- 
I  lions  in  interest  rates,  was  a  major 
cause  of  the  insurance  "crisis"  of 
I98S  and  1986  and  caused  a  similar 
one  10  years  earlier.  In  these  cnses. 
insurers  cut  premiums  when  mierest 
rates  are  high  (since  the  invested 
premiums  earn  high  returns)  and 
raise  premiums  when  interest  rates 
are  low.  The  sharp  nse  m  premiums 
in  these  episodes  is  terribly  disrup- 
tive to  businesses,  especially  to  such 
activities  as  day-care  centers  that 
find  premiums  shooting  up  by  1.000 
percent  or  more. 

But  interest-rate  fluctuations  alone 
cannoi  explain  the  sharp  and  uniform 
nature  of  insurance  rate  increases  at 
the  bottom  of  each  insurance  cycle. 
The  antitrust  exemption  —  which  al- 
lows insurers  to  raise  their  prices  in 
concen  —  docs- 

Spectfically.  the  antitrust  exemp- 
tion enables  an  insurer-owned  organi- 
zation called  the  Insurance  Services 
Office  10  collect  industry  data  and 
issue  ""advisory"  rates,  which  compa- 
nies may  legally  use  as  a  benchmark 
U'hcn  interest  rates  are  high,  compa- 
nies pnce  way  below  the  "'advisory"' 
rate.  But  at  the  bottom  of  the  cycle, 
■he  companies  return  to  it.  as  they  did 
in  1985 

In  January  I96S.  I.S.O.'s  president. 
Daniel  J  McNamara.  told  a  high- 
level  industry  conference  that  "'the 
need    for    significant    premium    m- 

Roberl  Hunter  is  prestdent.  and 
Jay  Annuff  is  counset.  of  Jhe  Nodonal 
Insurance  Cvnsumtr  Orgamzaiion 


creases,  especially  for  commercial 
lines,  is  absolute  for  the  next  three 
years."  Then,  in  May  1985.  ISO  dis- 
tributed throughout  t)>e  industry  a 
major  position  paper,  entitled  ""1985: 
A  Critical  Year."  which  proclaimed 
that  "the  brutal  price  war  of  the  last 
SIX  years  is  over."  and  (hat  '"signifi- 
cant premium  increases  are  needed, 
especially  for  the  current  commer- 
cial lines  products."  By  the  summer, 
premiums  were  soanng  and  the  in- 
surance "crisis"  was  in  full  swing. 

IF  insurers  were  subject  to  the  anti- 
trust laws,  they  could  not  call  a 
halt  to  price  cutting  and  sharply 
raise  their  prices  in  concen.  More- 
over, knowing  that  they  could  not  fix 
prices,  they  would  be  less  likely  to  cut 
prices  recklessly  in  (he  first  place. 
Because  inieresi  rates  will  continue 
to  fluciuaie.  eliminating  the  antiirusi 
exempiion  would  not  eliminate  the  in- 
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surance  cycle  cndrely  But  it  would 
moderate  the  cycle  enough  lo  prevent 
future  insurance  "crises." 

Repealing  ihe  antitrust  exemption 
would  also  outlaw  the  industry's  (ol- 
lowing  anii-competitive  practices 

•  The  requirement  thai  workers* 
compensation  insurers  charge  rates 
issued  by  the  National  Council  on 
Compensation  Insurance. 

•  The  common  praciice.  called  a 
iie-in.  of  refusing  lo  sell  certain  poli- 
cies unless  customers  also  agreed  to 
purchase  anoiher  type. 

•  The  cusiom  of  publishing  a  list  of 
current  prices  for  auto  and  homeown- 
ers insurance  by  the  leading  insur- 
ance companies  in  each  state,  along 
with  (he  ISO.  "advisory"'  rale,  and 
making  the  list  available  only  to  in- 
surance companies,  and  not  to  con- 
sumers. 

Although  insurers  cannot  explain 
why  ihey  need  ihc  exemption,  ihcy 


defend  their  privilege  in  the  foi::*ing 
three  ways.  First,  they  argue  i>j[  re- 
peal would  lead  to  Federal  regj:ation 
of  insurance,  which  is  anaiher-.a  to 
Congress.  But  the  repeal  bil's  ex- 
pressly (irovide  that  the  siates  shall 
regulate  insurance. 

Second,  the  industry  argues  that 
the  exemption  enhances  compc.aion 
by  providing  small  companies  with 
industrywide  data  on  past  claims. 
While  insurers  need  such  data  to  es- 
tablish rates,  that  need  does  no:  jus- 
tify an  exemption  lor  fixing  pr>ces 
Moreover.  Ihe  courts  have  clearly 
held  that  the  exchange  of  daia  on  past 
costs  rs  lawful  under  antitrust  la» 

Finally,  insurers  argue  tha(  regal- 
ing the  aniitrusi  exemption  »c^td 
prevent  them  from  forming  pools  to 
insure  large  or  specialized  risks.  But 
pooling  arrangements  would  be  j:int 
ventures  under  the  anuirust  laws. 
and  thus  clearly  lawful  where  :he 
combination  achieves  a  result  '-^at 
Ihe  companies  could  not  reach  alorv. 

In  short,  insurance  companies  i.ite 
ihcir  exemption  for  price  fixing  and 
fear  losing  li.  (Although  the  g^»t 
they  really  fear  is  the  invisible  hJnd 
of  full  compeiiiion.)  But  they  do  not 
need  the  exemption. 

Insurance  officials  tfave  occas>C'<i- 
ally  expressed  a  willingness  lo  negoi- 
aie  Robert  E.  Vagley.  the  presidcr.i 
of  the  American  Insurance  Assoca- 
(lon.  has  said  that  the  industry  mif,ii 
forgo  the  exemption  as  long  as  sta:e 
regulation  is  preserved  The  forT.er 
president  of  A.I.A..  T.  Lawrer.ie 
Jones,  has  urged  the  indusiry  to  sup- 
port limiting  the  exemption.  Ne%-er- 
thcless.  insurers  generally  argue  ^^Jl 
the  industry  is  not  broken  so  Cc.-- 
gress  should  not  fix  it. 

With  S^OO  billion  in  sales,  record 
profits  in  both  1966  and  the  first  quar- 
ter of  1987  and  with  dozens  of  lobby- 
ists in  Washington  and  millions  l'. 
campaign  contributions,  insurers  ex- 
pect to  get  their  way  in  Congress  (h;s 
year,  as  they  have  in  the  past.  B^i 
with  Administration  officials.  Demc- 
crane  leaders  and  a  broad  coalition  o'. 
small  businesses,  banks,  health  pro- 
fessionals, consumer  groups  and 
others  supporting  repeal,  insurer 
price  fixing  may  have  reached  the 
end  of  the  road.  ■ 
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Prepared  Statement  of  Rick  K.  Nelson,  Independent  Insurance 

Agent 

Mr.  Chalnnan  and  Distinguished  Members  on  the  House  Committee  on  the 
Judidaiy,  I  appreciate  the  opportunity  to  testify  in  favor  of  the  Insurance 
Competitive  Pricing  Act  of  1993.    I  believe  this  bill  will  lower  the  cost  of  insurance  for 
the  average  American  consumer  and  send  a  strong  message  to  the  insurance  industry 
that  the  public  is  aware  of  their  anti-competitive  behavior  and  will  not  tolerate  it  any 
longer. 

I  am  Rick  K.  Nelson.   I  appear  today  as  an  independent  insurance  agent  from 
Lake  Forest,  Illinois.   I  would  like  to  share  with  you  my  own  experience  of  attempting 
to  offer  lower  cost  insurance  to  consumers  and  the  predatory  actions  taken  by 
insurance  companies  to  stop  me  and  to  prevent  savings  from  reaching  the  consumer. 

I  began  selling  life  insurance  18  years  ago  while  stiU  a  student  in  college,  three 
I  started  to  build  a  successful  business  serving  the  life  insurance  buying  needs  of  a  wide 
range  of  individual  consumers  and  small  businesses.   My  industry  involvement  has 
included  past  memberships  in  the  American  SodeQr  of  Chartered  Life  Underwriters,  the 
National  Association  of  Life  Underwriters,  the  Twen^-Hve  Million  Dollar  International 
Forum,  the  Association  of  Advanced  Life  Underwriting,  and  I  was  a  director  of  the 
Chicago  Association  of  Life  Underwriters.   From  these  organizations  I  was  able  to  meet 
and  learn  from  the  brightest  and  most  successful  life  insurance  sales  people  in  the 
industry  •  the  veiy  agents  who  made  presentations  on  "Estate  Planning  in  the  Forbes 
40Qr  and  "Mariceting  Concepts  for  S  25,000,000  Esutes  and  Up". 

I  also  learned  that  most  of  the  leading  life  insurance  companies  had  devel<^d 
discount  policies  vi^ch  paid  a  lower  commission  to  the  selling  agent  with  the 
commission  saivings  going  to  the  consumer  in  the  form  of  either  a  lower  premium  or 
greater  cash  value.  These  discount  policies  were  filed  with  the  state  insurance  departments 


143 


for  purchase  in  amounts  of  $  50,000  or  S  100,000,   but  as  I  learned  later agents  were 

discouraged  from  selling  them  when  not  in  multi-million  dollar  amounts.   I  also  knew 
that  a  FORBES  magazine  list  of  400  multi-millionaires  was  a  much  smaller  market  when 
compared  to  the  average  insurance  buying  consumer.    In  fact,  American  consumers 
purchased  more  than  13  MILLION  new  individual  life  insurance  policies  in  1992,  with 
first  year  aimual  premiums  of  more  than  S  10.5  BILLION  and  over  $  1  TRILLION  in 
benefits.  (Source:  Life  Insurance  and  Marketing  Research  Association,  Inc.  and 
American  Council  of  Life  Insurance)   When  1992's  purchases  are  added  to  continuing 

policy  premiums  purchased  in  earlier  years consimiers  spend  more  than  $  75 

BILLION  annually  on  their  individual  life  insurance  and  over  SlOO  billion  on  their 
annuities. 

I  developed  a  marketing  plan  to  expand  my  business  and  serve  more  consumers. 
I  called  myself  a  "discount  life  instirance  broker"  and  developed  advertisements  to 
inform  consumers  of  the  services  that  could  be  provided.  The  ads  never  included  the 
name  of  any  insurance  company.  Rather,  they  merely  repeated  the  message  of  the 
Illinois  Life  Insurance  Buyer's  Guide  as  prepared  by  the  State  of  Illinois  Department  of 
Insurance.   The  consumer  should  decide  bow  much  life  insurance  to  buy.  what  kind  and 
compare  the  relative  cost  of  similar  life  insurance  policies.   I  added  to  this  the  offer  of 
lower  commissions  with  discount  policies. 

And  how  did  the  instu-ance  companies  react  to  me  selling  ibfiii  discount  policies 
to  the  consumer?  My  authorization  to  sell  the  policies  of  Metropolitan,  Prudential,  and 
Transamerica  Occidental,  three  of  the  largest  companies  in  the  industry  was  cancelled 
(copies  of  cancellation  letters  included).  Over  a  nine  month  period  I  was  cancelled 
eveiy  3  months,  like  clockwork.  The  reasons  for  being  cancelled  by  the  insurance 
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companies;  discount  insurance,  and  advertisements. 

Did  I  know  that  I  was  discounting....  absolutely  yes.    In  fact  in  1989, 
I  engaged  the  services  of  Bruce  Foudree,  a  Chicago  attorney  who  was  formerly 
Insurance  Commissioner  of  Iowa  and  past  president  of  the  National  Association  of 
Insurance  Commissioners.   We  met  with  the  Deputy  Director  of  the  Dlinois  Insurance 
Department  to  review  the  sales  material  and  policy  descriptions  provided  to  me  by 
Metropolitan,  Prudential,  Tranamerica  Occidental,  and  other  companies  (copies 
enclosed).  The  Dlinois  Insurance  Department  said  the  discount  policies  were  legal 
because  the  insurance  companies  had  filed  the  policies  properly  with  the  Department 
It  was  the  companies  that  created  the  discount  policies.  But  as  you  now  see,  they 
ob>dously  never  intended  to  honor  those  policies. 

I  am  licensed  to  sell  insurance  in  other  states  and  I  offer  a  discount  as  provided 
by  their  state  law. 

Cancelling  my  agreements  to  sell  their  policies  was  only  part  of  the  industry's 
efforts  to  remove  me  from  the  marketplace.  In  other  instances  insurance  agents  obtained 
insurance  quotes  from  me  under  the  guise  that  they  were  constmiers  interested  in 
using  our  services  to  purchase  insurance.  I  have  been  told  that  some  agents 
were  in  competition  with  me  and  wanted  to  have  access  to  my  quotes  while  other  agents 
just  wanted  to  aeate  so  much  expensive  and  time  consuming  work  for  n^self  and  my  staff 
that  it  would  drive  me  out  of  business. 

A  lost  sale  in  the  summer  of  1990  was  typical  of  insurance  company  and  agent 
interference  with  my  business.   At  that  time  I  had  been  contacted  to  sell  insurance  to 
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the  three  owners  of  a  small  business  in  California.  Prudential  was  one  of  the  companies 
that  I  quoted  and  recommended.  My  proposal  was  Federal  Expressed  to  the  proposed 
insureds  and  they  provided  me  with  a  phone  number  so  that  I  could  have  them  contacted 
to  arrange  the  medical  exams.   Shortly  thereafter,  my  phone  calls  to  them  went 
unanswered.  This  coincided  with  another  lost  sale  of  Prudential  insurance  to  a  consumer 
in  the  same  geographic  area  and  the  outright  cancellation  of  my  agreement  to  sell 
Prudential  products. 

I  became  suspicious  and  decided  to  go  to  California  and  ask  the  three  executives 
why  they  changed  their  minds  and  decided  not  to  use  my  services.   I  never  met  the 
three  executives  and  to  this  day  I  do  not  even  know  if  they  were  real.   I  discovered 
that  the  address  to  which  Federal  Express  delivered  my  quotes  was  the  Prudential 
Insurance  Company. 

I  appealed  my  cancellations  at  each  company  and  spoke  with  company  officers 
and  senior  management  They  told  me  that  they  were  aware  of  what  I  was  doing,  they 
did  not  like  it,  and  they  would  stop  me. 

Buying  the  type  of  life  insurance  that  is  appropiate  for  each  consumer's  needs, 
understanding  how  the  policy  works,  and  comparison  shopping  are  encouraged  by  the 
state  insurance  departments  and  the  National  Association  of  Insurance  Commissioners. 
However,  when  I  tried  to  provide  this  information  to  the  consumer  I  was  cancelled.  I 
am  not  alone  in  feeling  the  wrath  of  the  insurance  industry  for  trying  to  give  my 
customers  a  better  product  at  a  lower  price,  as  other  discount  insurance 
brokers  have  been  cancelled.  In  fact,  one  of  the  other  pioneers  in  discount  instu-ance 
has  stopped  all  advertising  because  of  insurance  company  cancellations  and  continued 
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efforts  to  drive  him  out  of  the  industry.  I  have  received  many  calls  from  other  agents 
who  have  told  me  that  their  plans  to  expand  the  sale  of  discount  insurance  have  been 
baited  since  they  learned  of  my  fate. 

What  did  I  do  that  was  against  the  best  interest  of  the  Prudential?   I  offered 
their  discount  policies  to  the  average  American  consmner.   These  policies  do  not  come 
with  a  warning  label:  Only  sell  to  privileged  customen  in  the  FORBES  400,  violatora  will 
have  their  sales  agreements  cancelled  and  business  destroyed. 

In  my  e;q}erience,  comparison  shopping  and  discount  policies  reduce  the  cost  of 
life  insurance  about  20%.  That  is  an  annual  savings  of  several   billion  dollars  to 
consumers.   Who  needs  that  savings  more  today  •  someone  worth  S  SO  MILLION  or  the 
average  consumer? 

The  insurance  industry  complains  that  it  cannot  afford  to  make  discounts  available 
on  the  small  $50,000  and  S  100,000  policies,  only  on  the  multi-million  dollar  purchases. 
Why?  The  insurance  actuaries  design  and  price  the  policies  before  they  are  filed  with  the 
state  insurance  departments;  and  if  they  are  filed  to  be  issued  for  $  50,000  and  $  100,000, 
why  can't  the  agent  sell  them? 

For  too  long  the  insurance  industry  has  hampered  any  efforts  by  agents  to 
initiate  sound  and  effective  marketing  methods  to  offer  lower,  competitively  priced 
insurance  to  the  constmier.   If  agents  are  prevented  from  informing  the  consimier  of 
potential  savings  and  assisting  them  in  comparison  shopping,  then  the  consumer  is  left 
to  be  a  pawn  of  the  insurance  industry  and  forced  to  make  costly  decisions  without 
adequate  informatioa  Insurance  is  an  industry  whose  lobbyists  and  concerted  financial 
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resources  arc  marshalled  to  create  an  illusion  of  being  competitive  and  pro-consumer. 
In  reality,  it  is  an  industry  whose  actions  demonstrate  contempt  for  anyone  who 
opposes  them  and  willful  discriminatory  pricing  against  the  average  consumer. 

If  the  life  insurance  industry  were  serious  about  offering  competitively  priced 
policies  to  consumers,  it  would  ask  itself  why  total  life  insxu-ance  premium  receipts  of 
all  U.S.  companies  in  1992  is  less  than  the  sum  of  new  premium  purchases  over  the 
last  10  years.   Why  does  it  appear  that  consumers  are  replacing  the  industry's  entire 
book  of  business  every  8th  or  9th  year?  Are  agents  not  being  allowed  to  give 
consumers  enough  information  to  make  informed  purchases? 

If  the  industry  does  not  want  any  supervision  by  the  Federal  Trade 
Commission,  why  do  the  largest  companies  find  the  advertisements  of  discount 
insurance  brokers  like  myself  so  threatening  and  against  their  best  interests  that  they 
must  act  to  cancel  us   and  drive  us  from  the  industry? 

Imagine  the  outrage  if  consumers  found  out  that  stockbrokers  only  offered  the 
good  investments  to  the  rich,  or  if  banks  routinely  gave  depositors  in  certain  zip  codes  an 
extra  1/2%  interest  on  their  CD's  just  because  they  were  from  a  wealthy  suburb.   That 
type  of  discriminatory  activity  can  not  happen  in  those  financial  service  industries  because 
thev  are  not  exempt  from  antitrust  laws. 

My  own  experiences  have  taught  me  that  fair  competition  is  unwelcome  in  the 
insurance  business.  The  insurance  industry's  broad  exemption  from  antitrust  enforcement 
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translates  into  serious  harm  to  cost  conscious  consumers  and  to  agents  like  me.    As  a 
messenger  for  the  many  agents  that  are  tired  of  being  indentured  servants  to  the  insurance 
companies,  I  encourage  passage  of  this  legislation.  Passage  of  this  legislation  wiU  guarantee 
that  insurance  will  be  available  and  competitively  priced  for  all  Americans. 

I  thank  you  for  the  time  and  I  welcome  the  opportunity  to  answer  any  questions. 
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STATEMENT  OF  JOHN  M.  RECTOR 

BEFORE  THE  HOUSE  JUDICIARY  COMMITTEE 

ECONOMIC  AND  COMMERCIAL  LAW  SUBCOMMITTEE 

JULY  29,  1993 

Mr.  Chairman,  Members  of  the  Subcommittee:* 

I  am  John  M.  Rector.  I  serve  as  Senior  Vice  President  of  Government  Affairs 
and  General  Counsel  for  the  National  Association  of  Retail  Druggists. 

The  National  Association  of  Retail  Druggists  (NARD)  represents  more  than 
39,000  independent  pharmacies,  where  over  75,000  pharmacists  dispense  more  than 
70%  of  the  nation's  prescription  drugs  and  related  services.  Independent  pharmacists 
serve  18  miUion  persons  daily  and  provide  85%  of  the  Medicaid  pharmaceutical 
services.  More  thsm  60%  of  our  members  are  currently  involved  in  providing  home 
health  care.  NARD  has  long  been  acknowledged  as  the  sole  advocate  for  this  vital 
component  of  the  free  enterprise  system.  We  are  the  only  national  pharmacy 
association  with  universal  state  association  membership,  including  those  of  the 
Subcommittee's  members. 


*Jack  Brooks,  (D-TX) ,  Chairman 
MAJORITY:   (10-D)  Jack  Brooks  (TX) ,  John  Conyers,  Jr.  (MI),  Mike 
Synar  (OK) ,  Patricia  Schroeder  (CO) ,  Dan  Glickman  (KS) ,  Howard  L. 
Berman  (CA) ,  Rick  Boucher  (VA) ,  Robert  C.  Scott  (VA) ,  David  S.  Mann 
(OH) ,  Melvin  Watt  (NC) . 

MINORITY:  (6-R)  Hamilton  Fish,  Jr.  (NY),  Elton  Gallegly  (CA)  , 
Charles  T.  Canady  (FL) ,  Bob  Inglis  (SC) ,  Robert  W.  Goodlatte  (VA) , 
Carlos  J.  Moorehead  (CA) . 
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NARD  members  are  primarily  family  businesses.  They  have  roots  in  America's 
communities.  The  neighborhood  independent  druggist  typifies  the  reliability,  stability, 
yet  adventuresomeness,  that  has  made  our  country  great. 

Competition  amongst  retail  pharmacies  is  alive  and  well.  Competition  is  an 
incentive  for  efficiency  and  the  price  competition  in  retail  pharmacy  is  greater  than  can 
be  found  among  the  other  providers  of  health  services.  On  the  average,  our  members 
obtain  a  2%  pre-tax  net  profit. 

As  owners,  managers  and  employees  of  independent  pharmacies,  our  members 
are  committed  to  legislative  and  regulatory  initiatives  designed  to  protect  the  public 
and  to  provide  them  a  level  playing  field  £ind  a  fair  chance  to  compete.  We  appreciate 
the  opportunity  to  appear  before  the  Subcommittee  to  assist  in  the  assessment  of 
H.R.9,  the  Insurance  Competitive  Pricing  Act  of  1993,  introduced  by  Chairman  Jack 
Brooks,  on  January  5,  1993. 

H.R.9  is  the  product  of  a  long-term,  thoughtful,  steady,  patient  effort  to 
substitute  pro-consumer  and  pro-competitive  forces  for  the  price-fixing,  tying, 
monopolization  and  market  aUocation  currently  permitted  under  the  McCarran- 
Ferguson  Act.  Ebctensive  hearings  have  revealed  broad-based  support  for  repeal  of  the 
McCarran-Ferguson  antitrust  exemption.  In  the  102nd  Congress  after  considering  a 
wide  range  of  views,  the  subconmiittee  reported  this  legislation  and  the  full  Judiciary 
Committee,  in  November  of  1991,  ordered  H.R.9  reported  to  the  House  of 
Representatives.  A  steady-growing  consensus  has  developed  in  support  of  H.R.9. 
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Advocates  include  a  full  array  of  consumer,  labor,  business  and  law  enforcement 

groups.   The  H.R.9  coalition  members  include  the  following: 

AFL-CIO  Amalgamated  Transit  Union  American  Association  of 

Amalgamated  Transit  Union 

American  Association  of  Retired  Persons 

American  Association  of  University  Women 

American  Bankers  Association 

American  Bar  Association 

American  Nurses  Association 

Association  of  American  Physicians  &  Svirgeons 

Automotive  Services  Association 

Citicorp 

Citizen  Action 

Consumer  Bankers  Association 

Consumer  Federation  of  America 

Consumer  Union 

National  Association  of  Retail  Druggists 

National  Association  of  State  Utility  Consumer  Advocates 

National  Association  of  Women  Business  Owners 

National  Council  of  Senior  Citizens 

National  Independent  Dfiiry  Foods  Association 

National  Insurance  Consumer  Organization 

National  Women's  Health  Network 

Older  Women's  Le£igue 

PubUc  Citizen 

U.  S.  PIRG 

We  are  pleased  to  represent  pharmacy  on  the  Coalition. 

The  time  for  action  has  arrived.  The  small  business  and  consumer  communities 

strongly  support  H.R.9.    The  CoaUtion  of  which  we  are  proud  to  be  a  member  has 

explained  this  priority  concern  to  each  member  of  the  House  stressing  that: 

...in  this  period  of  economic  downturn,  Americans  cannot  afford  the  price 

of  exempting  a  msgor  financial  industry  from  the  rtiles  of  the  firee  market. 

This  is  a  critical  economic  issue  for  Congress,  and  we  hope  we  can  count 

on  your  support  for  H.R.9  as  it  proceeds  through  the  legislative  process. 
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(See   attached  copy   of   1991   letter  to   House  Judiciary   Committee 

members).' 

This  should  not  be  a  partisan  issue.  That  is,  unless  supporting  small  business 
and  consumer  interests  and  preventing  price-fixing,  tying  arrangements,  and  other 
anticompetitive  activity  is,  in  1993,  the  exclusive  domain  of  House  Democrats.  We 
doubt  it. 

The  consensus  has  developed  and  we  are  united  in  support  of  H.R.9.  It  is 
important  to  note  that  H.R.9  is  not  an  outright  repeal  of  McCarran-Ferguson  antitrust 
exemption.  It  specifically  immunizes  from  any  antitrust  challenge  activities  which  are 
unique  and  essential  to  the  insiu'ance  industry.  It  also  makes  clear  that  any  person 
providing  actuarial  services  may  do  so  for  more  than  one  insurer  provided  there  is  not 
conspiracy  to  restrain  trade,  and,  it  provides  a  transition  period  during  which  joint 
trending  is  immunized  from  antitrust  challenge. 

H.R.9  Is  Important  to  Small  Business 

Small  businesses  have  a  particularly  significant  stake  in  promoting  increased 
insurance  industry  competition.  Typically,  they  operate  under  tight  cash  flow 
conditions  within  highly  competitive  markets.  Their  j)er-unit  cost  for  liability 
insurance  is  significantly  higher.  Thus  a  dramatic  increase  in  liability  premiums,  or 
the  artificial  increase  in  insiirance  rates  that  result  from  the  insurance  industry's 
antitrust  exemption,  is  more  onerous  for  small  businesses  than  for  their  big  business 
counterparts.    SmaU  businesses  cannot  afford  to  hire  in-house  risk  management 
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specialists  for  more  negotiating  leverage  with  insiirers.  Nor  is  the  amount  of  insiirance 
they  purchase  sufficient  to  provide  economic  leverage  in  the  insiu*ance  marketplace. 
Because  of  their  comparatively  small  size,  small  businesses  are  forced  to  depend  on  the 
traditional  insurance  marketplace,  rather  than  forming  captives  and  group  insurance 
pools,  increasing  their  reliance  on  self-insiu-ance.  It  has  also  been  documented  that 
small  businesses  are  more  vulnerable  to  abandonment  and  other  insurance  industry 
abuses. 

The  Small  Business  Legislative  Council,  during  the  past  decade,  has  been  in  the 
forefront  supporting  the  Chairman's  campaign  for  fair  competition  in  the  insurance 
marketplace.  As  a  SBLC  board  member,  I  have  witnessed  the  SBLC  antitrust 
committee,  especially  through  its  chairman,  Don  Randall,  as  a  key  force  behind  the 
development  of  the  consensus  for  H.R.9.  The  SBLC  strongly  supports  H.R.  9.  SBLC 
is  an  independent,  permanent  coalition  of  100  trade  and  professional  associations 
representing  the  interests  of  more  than  4  million  small  businesses  in  manufactxiring, 
retailing,  distribution,  professional  and  technical  services,  construction,  transportation 
and  agriculture.  (See  attached  list  of  SBLC  members,  and  an  SBLC  issue  paper  on 
H.R.9)'' 

Amftrica's  Most  Trusted  Professionals  Support  H.R.9' 

The  National  Association  of  Retail  Druggists  has  long  supported  the  repeal  of 
McCarran-Ferguson  antitrust  exemption.  Our  members  as  small  business  persons  are 
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as  encumbered  by  the  current  permissible  anticompetitive  conduct,  as  any  other  small 
business  persons. 

For  the  community  retail  pharmacist,  H.R.9  will  also  help  put  an  end  to  the 
present  ability  of  the  insurance  industry  and  its  intermediaries  to  fix  prices  in 
pharmacy  reimbursement;  and  to  the  tying  of  insvirance  to  the  mandatory  or  coercive 
use  of  mail  order  pheirmacy,  which  denies  equal  access  to  neighborhood  pharmacies  by 
consumers. 

As  the  percentage  of  prescriptions  dispensed  covered  by  insxirance  has  increased, 
so  has  the  harmful  anticompetitive  impact  on  community  retail  pharmacies  of  the 
insurance  industry's  antitrust  exemption.  The  ability  to  fix  prices  in  reimbursement 
rates  and  the  abiUty  to  coerce  insured  consximers  to  forego  traditional  neighborhood 
pharmacy  services  and  substitute  out-of-state  mail  order  houses  are  symptomatic  of 
the  growing  impact  of  the  insurance  industry's  antitinist  exemption. 

Equally  harmful  to  consumers  are  third  party  insurance  contracts  that  deny 
community  retail  pharmacists  the  abiUty  to  continue  to  serve  consumers  because  the 
fixed  pharmacy  reimbvu-sement  is  based  on  access  to  discriminatory  drug  manufacturer 
prices  to  which  our  members  are  denied  access,  even  though  they  are  willing  to  meet 
the  same  terms  of  acquisition. 

Another  notable  untoward  outcome  of  exempt  insurance  practices  has  been  the 
devaluation  of  professional  pharmacy  services.  The  non-negotiable  third  party 
contracts  usually  depict  coverage  as  for  "drugs"  vdth  at  best  minimal,  if  any. 
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recognition  of  the  value  of  or  coverage  for  important,  cost  effective  professional 
pharmacy  services. 

The  failure  to  provide  incentives  for  full  pharmacy  services  leads  to  unnecessary 
and  inappropriate  prescriptions;  to  uncounseled  prescription  drug  use;  and  to  reduced 
patient  compliance  with  appropriate  drug  regimens.  In  the  long  run,  the  insurance 
industry's  "commodity  only"  approach  to  pharmacy  services  has  increased  total  annual 
health  care  expenditures  by  billions  and  diminished  the  quality  of  life  for  covered 
consiimers  and  their  families. 

To  add  insult  to  ii^ury,  those  managing  such  contracts  respond  to  cost 
containment  pressures  engendered  by  the  escalating  prices  of  prescription  drugs 
established  by  drug  manufacturers  by  periodically  reducing  payments  to  community 
retail  pharmacists  as  if  community  retail  pharmacists  control  the  prices  established  for 
pfeseryjtion  drugs. 

By  recognizing  consumer  choice  and  competition  as  the  hallmarks  of  cost 
containment  for  community  retail  pharmacy,  enactment  of  the  "Insurance  Competitive 
Pricing  Act"  will  help  to  revitalize  this  important  segment  of  free  enterprise  system. 

Not  only  are  we  forced  to  accept  whatever  reimbursement  the  insurance 
industry  and  its  "co-conspirators"  demand,  but  industry  associations  and  companies 
characterize  such  reimbursement  as  discounts  "given"  by  pharmacies. 

Those  who  are  familiar  with  the  impact  of  the  insurtmce  industry  antitrust 
exemption  know  that  to  characterize  the  reimbursement  for  pharmacists  fixed  by  the 
insurance  industry  and  intermediaries  in  "take-it-or-leave  it"  contracts  as  voluntary  on 
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the  part  of  the  pharmacists  is  similar  to  characterizing  the  victim  of  an  armed  robbery 
as  having  donated  cash  to  the  assailant's  favorite  charity.  It  is  our  view  that  once 
H.R.9,  the  Insurance  Competitive  Pricing  Act  of  1993,  is  enacted,  the  notion  of  "given" 
will  have  a  more  traditional  meaning. 

In  the  early  1970's,  your  former  colleague,  Mr.  Hungate  (D-MO.)  conducted  one 
of  the  initial  investigations  by  the  Small  Business  Committee  of  Insiirance  problems 
unique  to  our  market.  Later,  members  of  this  committee,  including  Mr.  Hamilton 
Fish,  (R-NY)  attempted  to  address  retail  pharmacy's  unique  problem  through  the 
"Prepaid  Prescription  Program  Negotiation  Act",  which  as  an  alternative  to  repeeding 
the  insurance  industry's  antitrust  exfemption  would  have  leveled  the  playing  field  in 
our  marketplace  through  an  antitrust  exemption  to  our  community  retail  pharmacist 
members.  It  appeared  then  that  what  was  good  for  the  goose  would  be  good  for  the 
gander.  Of  course,  the  time  for  industry  specific  antitrust  exemptions,  new  and  old, 
has  long-since  passed;  but  what  is  good  for  the  goose  is  still  good  for  the  gander: 
competition  assured  through  antitrust  laws. 

Clinton  Health  Debate  HiefMifThts  Need  for  H.R.9 

Interestingly,  the  health  care  reform  debate  initiated  by  President  CUnton  has 
highhghted  the  fact  as  the  Honorable  Ann  Richards,  Governor  of  Texas,  noted  to  the 
subcommittee  in  June  of  1991,  that  the  antitrust  exemption  has  denied  the  insurance 
industry  an  introduction  to  the  "joys  of  comj)etition". 
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In  recent  weeks,  a  number  of  observers  have  noted  that  to  increase  competition 
in  the  health  care  market  White  House  ofElcials  are  recommending  the  insiu^ance 
industry  be  stripped  of  its  long-standing  immunity  from  Federal  antitrust  law 
enforcement  and  sanctions.  (See  Robert  Pear,  New  York  Times.  June  22,  1993,  and 
others  in  attachment.)^  We  have  urged  such  action.  We  are  increasingly  optimistic 
that  the  White  House  will  support  H.R.9. 

In  this  regard,  it  is  noteworthy  that  in  former  President  Bush's  February  6, 
1992  health  care  message  to  Congress  entitled  "Comprehensive  Health  Reform 
Program",  at  page  55,  he  observed: 

"PPOs,  HMOs  and  Other  PooUng  Arrangements  of  Providers"  -  The 
emergence  of  managed  care  is  creating  new  issues  in  health  care.  For 
instance,  if  physicians  in  an  area  band  together  to  form  a  PPO,  thus 
fostering  price  reductions  and  managed  care,  it  may  be  alleged  that  they 
are  nonetheless  reducing  the  number  of  competitors  for  physician  services 
in  the  marketplace.  At  the  same  time,  diligent  enforcement  of  the 
antitrust  laws  is  necessary  to  prevent  price  fixing  and  illegal  tie-ins  in  the 
provision  of  health  care.  Reducing  the  fear  of  liability  for  certain 
beneficial  activities  while  maintaining  the  deterrent  effect  of  the  antitrust 
enforcement  agencies,  particularly  the  Department  of  Justice  and  the 
Federal  Trade  Commission. 

Perhaps  even  the  Bush  White  House  had  reconsidered  the  importance  of 
applying  antitrust  laws  to  the  insurance  industry. 
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H.R.9  A  Priority 

The  enactment  of  H.R.9  is  oxir  organization's  number  one  legislation  priority. 
At  a  recent  NARD  Legislative  Conference  which  featured  H.R.9,  then  HHS  Secretary 
Sullivan,  M.D.,  portrayed  a  community  retail  pharmacy  as  "the  pulse  of  the 
community:  a  source  of  vital  health  care  information,  products  and  professional 
assistance,  as  well  as  the  nerve  center  of  the  community,  both  socially  and  poUtically." 
The  late  Senator  and  Vice  President  of  the  United  States,  Hubert  H.  Humphrey, 
himself  a  community  retail  pharmacist,  referred  to  the  drug  store  as  "a  Uving  civics 
lesson."  We  intend  to  leave  no  stone  unturned  in  helping  to  assure  that  oiu*  members 
fully  participate  in  a  1993  version  of  a  civics  lesson  on  H.R.9. 

The  insurance  industry's  current  use  of  its  antitrust  exemption  denies  access 
for  many  consumers  to  retail  pharmacies  and,  in  turn,  denies  access  of  retail 
pharmacies  to  the  insured  prescription  business.  These  anticompetitive  consequences 
are  amplified  by  the  unique  and  radical  price  discrimination  by  the  prescription  drug 
manufacturers  to  our  competitors,  including  mail  order  outfits.  If  left  unabated,  these 
anticompetitive  forces  have  the  potential  for  eliminating  the  life  blood  of  our 
businesses;  namely,  access  to  citizens  in  their  neighborhood. 
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CONCLUSION 

We  look  forward  to  assisting  the  subcommittee  in  the  enactment  of  this 
legislation.  It  is  our  top  legislative  priority  and  we  will  continue  to  give  it  priority 
attention. 

On  behalf  of  the  Small  Business  Legislative  Council  and  officers,  Executive 
Committee,  and  members  of  the  National  Association  of  Retail  Druggists,  we  thank 
you  for  the  opportunity  to  appear  and  to  continue  participating  in  the  effort  to  enact 
this  pro-competitive,  pro-consumer  legislation. 
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ATTACHMENT    1  /f'^iSjftr  ^^    ^^^ 

November  18,  1991 


The  Honorable  Jack  Brooks 
U5.  House  of  Representatives 
Washington,  D.C  20515 

Dear  Chairman  Brooks: 

We  urge  you  to  support  H-R-  9,  the  Insurance  Competitive  Pricing  Act  of  1991, 
inuoduced  by  Chairman  Jack  Brooks  which  wiU  be  considered  by  the  fuD  Judiciary 
Committee  Tuesday,  November  19,  1991.  This  legislation  was  reported  from  the 
Subcommittee  on  Economic  and  Commercial  Law  by  a  10-5  vote.  H.R.  9  would  make 
vital  reforms  in  the  McCarran-Ferguson  Act  of  1945,  to  protect  consumers  and  other 
insurance  purchasers  against  anticoropeUtive  insurance  practices.  This  legislation  is 
identical  to  legislation  approved  by  the  Judiciary  Committee  in  1990. 

The  McCanan-Ferguson  Act,  enacted  in  haste  during  the  closing  months  of  World 
War  n  at  the  prompting  of  the  insurance  industry,  shields  virtually  aD  anticompetitive 
insurance  practices  from  our  nation's  fair  competition  laws.  Thus,  it  is  legal  for  insurance 
companies  to  engage  in  price  fixing,  monopolization  of  markets,  agreements  not  to 
compete  along  territorial  lines,  and  coercive  tying  of  unrelated  products.  Deprived  of  the 
benefits  of  competition  in  rate  setting,  many  consumers  cannot  afford  or  obtain  needed 
insurance.  The  federal  antitrust  laws  strictly  prohibit  these  practices.  H.R.  9  woukJ 
finally  prohibit  them  in  the  ixuurance  industry  as  weU. 

H.R.  9  is  the  product  of  years  of  careful  consideration  and  compromise.  It  would 
fully  preserve  state  regulatory  authority.  And  while  it  would  not  entirely  remove  insurers' 
antitrust  exemption,  it  would  go  a  long  way  toward  protecting  businesses,  local 
governments,  consumers,  charitable  organizations,  and  other  insurance  purchasers  from 
the  most  anticompetitive  insurance  practices. 

More  than  ever  in  this  period  of  economic  downturn,  Americans  caiuiot  afford  the 
price  of  exempting  a  major  financial  industry  from  the  rules  of  the  free  market  This  is  a 
critical  economic  issue  for  the  102nd  Congress,  and  we  hope  we  can  count  on  your 
support  for  HJR.  9  as  it  proceeds  through  the  legislative  process.  For  more  information, 
please  contact  Linda  Lipsen  at  Consumers  Union,  202-462-6262. 

Sincerely, 


3da  Lij»en^^^  lo\a^  Rector 

Consumen  Union  National  Association  of 

Retail  Druggists 
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Page  2 
November  18»  1991 

DonakJ  A.  Randall 
Automotive  Service  Association 

Robert  Molo&ky 
Amalgamated  Transit  Union 


Ludnda  Sikea 
U5.  PIRO 


Bob  Hunter 

National  Insurance  Consumer 
Organization 


^2^^^  </.  aJk<.x^^-^ 


SaraNkboIi 
Public  Otizen 


Gene  Kimmelfflan 

Consumer  Federation  of  America 


Kurt  Vontdran 

National  Coundl  of  Senior  Citizens 

Cindy  Peanoo 


Natioaa]  Women's  Health  Network 


Monroe  C.  Mibtein 
Chairman  of  the  Board 
Burlington  Goat  Factory 


"^TvoJ-^^cJ-    /^^4^«.^- 


Janet  L  Pallet,  Director 
Govenunem  &nd  Professional  Afbin 
Amencan  Society  for  Medical  Technology 


Cathy /Ifunvit 
Gtizen  Action 


Philip  Corwin,  Director  and  Counsel 

Operations  and  Retafl  Banking 
American  Bankers  Association 


Rick  K.  Nelson 
Independent  Agents  and 
Brokers  for  Competition 
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ATTACHMENT    2 


c  e  u  ■  c  >  I 


Members  of  the  Small  Business  Legislative  Council 


Air  Conditioning  Contrtetors  of  Amarlet 

Alliance  for  Adordibl*  H«atth  Ctr* 

Alliance  of  Independint  Store  Owner*  and  Proleaalonaie 

American  Animal  Ho«ptt«i  Aaaeclatlon 

American  Aaeoclatlon  ol  Nuraerynnen 

American  Bu*  AMOClttlon 

American  Conaulting  Engineers  Council 

American  Council  of  Independent  Laboratories 

American  Roorcovering  Association 

American  Machine  Tool  Distributors  Association 

American  Road  &  TranaportaUon  Builders  Association 

American  Society  of  Trevel  Agents,  Inc. 

American  Sod  Producers  Association 

American  Subcontractor*  Asaoclatlon 

American  Textile  Machinery  Aaeoclatlon 

American  Trucking  Associations,  inc. 

American  Warehouee  AssoOallon 

American  Wholesale  Marketers  Aseoclstlon 

AMT-The  Association  for  Msnutseturing  Technology 

Apparel  Retallera  of  America 

Architectural  Precast  Association 

Assoclsted  Builders  &  Contrsctor* 

Aatoclated  Equipment  Distributor* 

Associated  Landacape  Contractor*  of  America 

Association  of  Small  Bualneea  Development  Centers 

Automotive  Service  Associstlon 

Automotive  Recyclers  Associstlon 

Bowling  Proprietors  Association  of  America 

Building  Service  Contractors  Association  InternstlonsI 

Businsas  Advertising  Council 

Christian  Booksellere  Association 

Council  of  Rest  Specialists 

Direct  Selling  Association 

Electronics  Representatives  Associstlon 

Florists'  Tranaworld  Osilvery  Association 

Helicopter  Aaeoclatlon  International 

Independent  Bekera  Aaeoclatlon 

Independent  Medical  Distributors  Association 

International  Association  ol  Refrigerated  Warehouses 

International  Communications  Industries  Association 

Inlernatlonal  Formalwear  Aaeoclatlon 

inlernetlonal  Teievielon  Aesocletlon 

Machinery  Deslere  Netlonal  Aceocistion 

Manufacturers  Agents  Netionel  Aesociatlon 

Manufactursra  RepressntstWes  of  Amerlcs,  inc. 

Mechanical  Contractors  Associstlon  of  America,  Inc. 

National  Association  for  the  Seif-Employed 

National  Association  of  Brick  Dlatrlbulore 

National  Aesociatlon  of  Catalog  Showroom  Merchandiaers 


National  Associstlon  of  Home  Bulldere 
Netlonal  Asiocletion  of  Investment  Companies 
National  Association  of  Plumbing-Haating-Cooiing 

Contractors 

Nstlonai  Association  of  Private  Enterpria* 
National  Association  of  Realtors 
National  Association  of  Retail  Druggists 
National  Association  of  RV  Perks  end  Campgrounda 
National  Aaeoclatlon  of  Small  Buslneee  Investment 

Companies 

NetlonsI  Association  of  the  Remodeling  industry 
Nstlonai  Association  of  Truck  Stop  Oparstors 
NstlonsI  Chimney  Sweep  Qulld 
National  Coffee  Service  Association 
Nstlonai  Electrical  Contractors  Association 
National  Elsctrlcsl  Msnufactursrs  Representatives 

Association 

NstlonsI  Fsstener  Distributors  Association 

NstlonsI  Food  Brokere  Aesociatlon 

National  Orooere  Aeaoclation 

National  Independent  Flag  Dealers  Association 

National  Knitwear  &  Sportswear  Association 

National  Umouslne  Association 

Netlonal  lumber  &  Building  Material  Deelers  Aeeoclatlon 

National  Moving  and  Storage  Associstlon 

National  Ornamental  &  Miecellaneous  Metals  Association 

National  Paperbox  Associstlon 

National  Shoe  Retallera  Aaeoclatlon 

National  Society  of  Public  Accountsnta 

National  Tire  Deelers  &  Retresders  Association 

National  Tooling  and  Machining  Aaeoclatlon 

National  Tour  Associstlon 

National  Venture  CaplUI  Aeeoclatlon 

Optlclsns  Association  of  America 

Organization  for  the  Protection  and  Advancement  of  Sme 

Telephone  Companica 

Paaeenger  Veesel  Associstlon 

Petroleum  Merketers  Associstlon  of  America 

Power  Tranamlasion  Representatives  Association 

Printing  industries  of  Amerlce,  Inc. 

Professionsi  Plant  Growers  Association 

Rstsll  Bakers  of  Amerlcs 

Small  Bualneas  Council  of  Ac, erica,  Inc. 

SMC/PennaylvanIa  Small  Busina  'S 

Society  of  Americsn  Florists 

Specialty  Advertlaing  Aasocistlon  International 

The  Council  of  Growing  Companies 

United  Bus  Owners  ol  America 


1156  13ih  Street.  N.W.  -  Suite  510     Washinglon,  DC  20005     (202)  639-8500  /  PAX  (202)  296-5333 
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SBLC;  A  UNIFIED  FOPCE   EX3R  SMALL  BUSINESS 


The  small  Business  Legislative  Council  (SBLC)  is  an  independent,  permanent 
coedition  of  trade  and  professional  associations  that  share  a  cormon  concern 
for  the  future  of  small  business.  The  purpose  of  SBLC  is  twofold:  to 
consolidate  the  strength  and  maximize  the  influence  of  small  business  on 
legislative  and  federal  policy  issues  of  ijtportance  to  the  entire  snail 
business  ccmunity;  and  secondly,  to  disseminate  information  on  the  inpact  of 
public  policy  on  small  business. 

Since  its  creation  1976,  SBLC  has  grown  dramatically  to  r^resent  nearly 
every  sector  of  our  economy  including  manufacturing,  retailing, 
transportation,  distribution,  professional  and  technical  services, 
agriculture,  and  construction.  The  SBLC  now  has  nearly  100  member 
associations.  SBLC  has  become  a  unified  force  that  is  respected  throu^out 
the  government.  The  Council's  views  are  sought  and  its  opinions  are  valued  by 
those  in  government  who  must  decide  how  the  laws  of  this  nation  are  enacted 
and  enforced. 

Because  SBLC  is  concerned  with  the  small  business  comunity  as  a  whole, 
the  issues  on  which  the  Council  acts  are  those  which  affect  all  small 
business.  These  matters  include  taxes,  liability  insurance,  budget,  antitrust 
enforcement,  eiployment  issues,  government  procurement,  environment, 
establishment  of  a  small  business  voice  in  Washington,  venture  capital  and 
other  small  business  financing  mechanisms . . .  The  list  is  potentially  endless, 
and  it  is  being  expanded  constantly  as  SBLC  meirbers  discover  that  many  of  the 
problems  of  their  members  are  shared  in  common  by  smaller  businesses  in  other 
industries.  Any  issue  which  is  important  to  small  business  in  general  is 
important  to  SBLC. 

In  the  100th  Congress,  SBLC  testified  frequently  before  Congress  on  a 
myriad  of  subjects.  SBLC  was  particularly  concerned  over  efforts  to  impose 
new  responsibilities  on  enployers.  Among  the  issues  of  high  visibility: 
mandated  health  insurance,  mandated  leave,  minimum  wage  and  occipational 
disease  risk  notification  legislation.  At  the  same  time,  SBLC  pushed  for 
positive  initiatives  such  as  product  liability  reform  and  prohibitions  on 
unfair  ccrpetition. 

With  a  diverse  association  constituency,  SBLC  is  unique.  We  bring  to  the 
table  consensus  opinions  and  information  that  reflect  both  the  diversity  of 
our  membership  and  the  comnsnality  of  the  small  business  perspective. 


1025  Varment  Avtnut.  N.W..  Suilt  1201.  Wathington.  DC  20005 
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ISSUE 

•MALL  lUSINESS 
LEOIILATIVE 

*  *  "  "  "^  '  "^  Insurance  Industry  Reform 

STATUS 

Legislation,  H.R.  9,  has  been  introduced  by  Representative  Jack  Brooks  (D-TX),  Chainnan  of  the 
House  Judiciary  Committee,  to  revise  the  antitnist  exemption  granted  to  the  insurance  industry. 

IMPACT/ANALYSIS 

Since  the  last  affordability/availability  crisis  suffered  by  business  in  securing  property/casualty 
insurance,  the  small  business  community  has  actively  pursued  a  multi-faceted  agenda  to  ensure 
future  crises  did  not  occur  in  what  has  been  a  cyclical  pattern.  To  break  the  cycle,  small  business 
has  pursued  both  civil  justice  reform  (tort  reform,  product  liability  reform),  as  well  as  insurance 
industry  reform. 

In  the  area  of  insurance  industry  reform,  the  focus  has  been  on  the  ability  of  the  insurance  industry 
to  operate  without  regard  to  federal  antitrust  law  or  federal  regulation.  The  exemption  was  granted 
to  the  industry  more  than  50  years  ago  by  the  McCarran-Ferguson  Act 

Small  businesses  have  a  particularly  significant  stake  in  promoting  incieased  insurance  industry 
competition.  Small  businesses  typically  operate  under  tight  cash  flow  conditions  within  more 
highly  competitive  markets.  The  per-unit  costs  of  insurance  is  significantiy  higher  for  small 
business  purchasers  of  liability  insurance.  Thus,  a  dramatic  increase  in  liability  premiums,  or  the 
artificially  higher  insurance  rates  tiiat  result  firom  the  insurance  industry's  antitrust  exemption,  are 
more  onerous  for  small  businesses. 

Smaller  firms  cannot  afford  to  hire  in-house  risk  management  specialists  who  have  more 
negotiating  leverage  with  insurers.  Nor  is  the  quantity  of  insurance  purchased  sufficient  to  provide 
economic  leverage  in  the  insurance  marketplace.  Because  of  their  comparatively  small  size,  small 
businesses  are  forced  to  depend  on  the  traditional  insurance  marketplace.  Fbrming  captives  and 
group  insurance  pools,  iixnvasing  their  reliance  on  self-insurance,  and  taking  advantage  of  other 
alternatives  that  lower  their  rates  and/or  provide  more  favorable  policy  terms  and  conditions,  are 
generally  not  viable  options  for  smaller  firms. 

During  the  most  recent  insurance  crisis,  there  was  evidence  that  some  major  insurance  carriers 
abandoned  the  small  business  market.  In  some  instances,  they  apparently  refused  to  underwrite 
such  business  liability  and,  in  odier  cases,  they  established  minimum  prenuum  levels  so  high, 
coverage  essentially  was  eliminated. 
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The  Insurance  Services  Office  GSO)  is  an  insurer-funded  rating  bureau  which  issues  a  so-called 
"advisory"  rate  for  different  types  of  liability  insurance.  In  some  states,  this  is  a  pure  preniium 
rate,  ie.,  the  portion  of  the  premiums  that  ISO  predicts  will  be  necessary  to  pay  claims.  In  other 
states,  ISO  bsues  a  final  rate  which  uses  the  pure  premium  as  a  starting  point.  To  it,  ISO  adds 
expense  and  profit  factors,  including  future  inflation  levels,  size  of  jury  verdicts,  and  other  trending 
factors.  Whether  pure  premium  or  final,  these  ISO  "advisory  rates"  are  filed  with  each  state 
insurance  department,  and  each  insurance  company  may  legally  charge  what  ISO  "advises."  Some 
assert  the  ISO  advisory  rate  is  set  high  enough  to  protea  the  least  efficient  carriers  and  to  enable 
the  more  efficient  carriers  to  earn  far  higher  profits  than  otherwise  would  be  available.  It  should 
be  noted,  however,  that  the  industry  has  voluntarily  taken  steps  to  limit  the  ISO's  role  in  rate- 
making. 

The  current  legislation  would  revise  the  scope  of  the  McCarran-Ferguson  exemption.  The  states 
would  continue  to  have  the  authority  to  regulate  the  industry.  The  legislation  makes  it  clear  all 
insurance  companies,  fix)m  the  smallest  to  the  largest,  can  legally  have  access  to  the  identical  data 
base  —  industry-wide  historical  loss  data.  It  permits  all  companies  to  joindy  "develop"  industry- 
wide historical  loss  data  —  to  estimate  how  much  will  ultimately  be  paid  out  on  the  prior  year's 
policies.  From  a  period  of  five  years  fiom  the  date  of  enactment  of  the  bill,  it  permits  small 
companies  to  jointly  "trend"  the  developed  historical  loss  data  —  to  joindy  estimate  the  future 
infladon  rate,  future  rate  of  case  filings,  future  size  of  jury  verdicts,  and  other  factors  in  ortier  to 
predict  how  much  they  will  eventually  pay  out  on  future  years'  policies.  A  "small  company"  is 
one  having  less  than  $20  million  in  annual  premiums.  Because  more  than  30  percent  of  all  insurers 
write  less  than  this  amount,  the  definition  provides  a  substantial  benefit  to  a  majority  of  companies 
in  the  industry.   Small  companies  together  account  for  only  2  percent  of  all  premiums. 

For  competition  to  work,  each  insurer  must  exercise  its  own  judgment  about  the  future  inflation 
rate  and  other  future  changes,  i.e.,  it  must  do  its  own  trending.  Actuaries  have  testified  that,  even 
for  the  smallest  insurer,  the  cost  of  hiring  an  actuary  to  trend  data  would  be  less  than  one-tenth  of 
one  percent  of  its  annual  premium.  Nevertheless,  in  response  to  arguments  that  small  companies 
may  not  be  able  to  afford  to  hire  actuaries  to  trend  data,  the  legislation  provides  for  a  five-year 
transition  period,  during  which  they  may  jointly  trend  such  data  while  they  gradually  adjust  to  the 
new  competitive  envirormient. 

OUTLOOK 

No  specific  action  is  scheduled. 
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ATTACHMENT   4 


INSURERS  MAY  FACE 
GREATER  SCRUTINY 

Pjesident's  Health-Care  Plan 

May  Strike  at  Exemption 

From  Antitrust  Laws 


By  ROBERT  PEAR 

Sfcciil  10  The  Nflv  Vorli  Times 

WASHINGTON.  June  21  -  To  In- 
crease, compeiition  in  the  market  (or 
medical  care.  White  House  officials  are 
recommending  that  the  health-insur- 
ance industry  be  stripped  o(  its  long- 
standing immunity  from  Federal  anti- 
trust law. 

The  proposal  reflects  the  concern  of 
Administration  officials  and  consumer 
advocates  who  fear  that  a  handful  of 
big  insurance  companies  may  soon 
dominate  the  industry,  especially  If 
Congress  approves  the  plan  Mr.  Clin- 
ton IS  developing  to  overhaul  the  na- 
tion's bealth-care  system. 

Under  the  Clinton  plan,  to  be  sent  to 
Congress  later  this  year,  consumers 
and  small  businesses  would  band  to- 
gether to  buy  coverage  from  large  net- 
works Kif  doctors  and  hospitals.  Many 
netwocKs  would  be  organized  by  insur- 
ance companies. 

"Yoti, don't  want  a  cartel  of  Insurers 
to  be  able  to  set  prices  or  limit  the 
terms  of  coverage  free  from  antitrust 
scrutiny."  said  an  official  who  has 
worked  closely  with  Hillary  Rodham 
Qinioaiin  developing  the  Administra- 
tion's proposal.  Mr.  Clinton  Is  expected 
to  make  the  antitrust  proposal  pan  of 
his  health-care  plan. 

'  'Practices  Are  Shielded' 

Linda  A.  LIpsen.  chief  lobbyist  (or 
Consumers  Union,  endorsed  the  pro- 
posal. "We  have  been  opposed  to  the 
antitrust  exemption  for  years,"  she 
said  today.  "Health-Insurance  compa- 
nies decide  not  to  provide  coverage  for 
people  in  certain  ZIP  axles.  They  de- 
cide what  diseases  will  be  covered  and 
which  ones  won't.  But  these  practices 
are  shielded  from  antitrust  scrutiny." 

Insurance  companies  generally  want 
to  retain  the  antitrust  exemption,  but 
some  say  they  are  willing  to  consider 
changes,  if  they  can  share  data  on 
claims  and  continue  some  other  joint 
activities. 

In  the  1992  Presidential  campaign. 
Mr.  Clinton  said  he  would  "take  on  the 
big  insurance  companies."  But  big  in- 
surers see  a  potentially  lucrative  new 
market  in  ihe  health  plan  emerging 
from  the  White  House. 

Five  big  insurers.  Aetna.  Cigna,  Met- 
ropolitan Life.  Prudential  and  Travel- 
ers, have  formed  an  alliance  to  pro- 
mote the  Idea  of  managed  competition, 
which  IS  at  the  hean  of  Mr.  Clinton's 
plan.  In  theory,  under  this  plan,  doctors 
and  hospitals  would  cooperate  within  a 
network,  and  the  networks  wouM  com- 

nete  with  nn^  ■nnthar 


Central  Role  Foreseen 

"We  expect  to  have  a  central  role  in 
forming  these  networks."  said  Law- 
rence P.  English,  president  of  the 
Cigna  Employee  Benefits  Companies, 
a  division  of  the  Cigna  Corporation. 
"We  intend  to  employ  physicians,  have 
an  ownership  interest  in  hospitals  and 
run  the  networks  through  which  health 
care  is  delivered  in  markets  all  over 
the  country" 

White  House  officials  and  many  in- 
surance executives  predict  that  Mr. 
Clinton's  plan  will  lead  to  consolidation 
in  the  health-insurance  industry,  as 
scores  of  smaller  companies  merge  or 
fall. 

The  insurance  business  has  been 
largely  exempt  from  Federal  antitrust 
law  since  1945.  The  Supreme  Court 
ruled  ui  1944  that  Insurance  was  Inter- 
sute  commerce  subject  to  Federal 
antitrust  law.  But  the  insurance  indus- 
try won  a  reprieve  nine  months  later, 
when  Congress  passed  the  McCarran- 
Ferguson  Act. 

Congress  intended  to  give  the  indus- 
try a  temporary  three-year  exemption. 
But  courts  have  interpreted  an  ambig- 
uous section  of  the  1945  law  as  perpetu- 
ating the  exemption. 

UlUe  Compedtloo  Seen 

Insurers  won  the  exemption  by  argu- 
ing that  they  faced  financial  ruin  If 
subjeaed  to  antltnist  laws,  sayuig  they 
needed  to  be  able  to  pool  data  on  claims 
and  losses  to  cah:ulate  rates  properly. 
Since  then,  insurance  has  been  regulat- 
ed almost  entirely  by  the  states,  and 
the  quality  of  supervision  varies. 

In  a  recent  report,  the  House  Judicia- 
ry Committee  said.  "Lax  oversight  of 
the  insurance  Industry,  coupled  with  no 
possibility  of  antitrust  enforcement, 
has  ledto  the  proliferauon  of  anticom- 
petitive practices."  State  officials  told 
the  committee  that  the  1945  law  had 
bred  a  culture  of  collusion,  leaving  in- 
surers free  to  fix  rates,  carve  up  mar- 
kets, restrict  coverage  and  insist  that 
consumers  buy  products  like  prescrip- 
tion drugs  from  selected  suppliers. 

Insurers  deny  engaging  in  such  prac- 
tices.   ' 

Many  of  the  companies  want  to  re- 
tain the  antitrust  exemption.  Russel  P. 
luculano,  vice  president  of  Metropoli- 
tan Life.  said.  "MetLife  opposes  any 
legislation  to  repeal  or  modify  the 
McCarran-Ferguson  Act." 

Hospitals  and  doctors  have  asked 
Congress  to  relax  antitrust  laws  to  let 
them  collaborate.  Mrs.  Clintons  task 
force  agreed  that  doctors  and  hospitals 
should  be  given  clearer  guidance  from 
the  agencies  responsible  lor  antitrust 
enforcement,  the  Justice  Department 
and  ihe  Federal  Trade  Commission. 
But  It  concluded  that  there  was  no  need 
lor  Congress  lo  amend  the  antitrust 
laws  to  permit  greater  collaboration  by 
doctors  and  hospitals.  Admmistration 
officials  said  this  guidance  could  be 
provided  through  policy  statements 
and  swifter  replies  to  hospiuls  seeking 
advice  on  mergers,  joint  ventures  and 
other  matters. 
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Health  Reform  Runs  Antitrust  Risk 


By  LEONARD  ORLAND 


\ 


UNWANTED  side  effecu  are  ihe  bane  o(  medi- 
cine, and  ihey  may  bedevil  the  Clinion  healih 
reform  ellort.  loo.  As  policy  maker*  cure 
health  care's  inaccessibiluy  and  high  cost,  they 
may  unwillingly  create  new  ailments  in  the  area 
ul  antiinisL 

These  risks  are  real.  While  the  specifics  of  the 
"managed  competition"  reforms  are  unknown, 
the  Administration  has  embraced  general  pnncl- 
ples  that  may  dangerously  increase  the  economic 
concentration  of  the  health-care  industry.  There 
will  be  fewer,  and  bigger,  buyers  of  health  care, 
sellers  of  health  care,  and  insurers: 

Item.  The  reforms  will  organiu  individuals  and  all 
but  the  largest  employers  into  hug  purchasing 
cooperatives  that,  in  theory,  will  force  insurers  to 
compete  hard  for  business. 

The  notion  sounds  good  —  although  the  perform- 
.ince  of  such  volume  buyers  as  the  United  States 
Government  and  Empire  Blue  Cross  and  Blue 
Shield  hasn't  exactly  proven  (he  proposition.  But 


Under  reform,  health 
entities  will  be  bigger, 
fewer,  more  powerful 


vhat  about  the  vasiness  of  these  cooperatives, 
which  sometimes  will  cover  a  whole  slate  and 
include  millions  of  people''  These  smile  buvers  — 
monopsonies  —  can  be  as  economically  dangerous 
js  the  more  familiar  monopolies,  or  single  sellers. 

Hem.  Only  big  sellers  can  meet  me  needs  of  big 
buyers.  For  this  reason,  under  retorm  most  of  (he 
iniJItibillion-doMar  health  insurance  market  will  go 
10  (he  btgges(  insurers  —  Acina  Cigna.  .Mctropoli- 
(an  Life.  Prudential  and  Travelers 

Known  as  the   'Gang  of  Five.  '  ihese  huge  com- 
panies have  formed  an  alliance  lo  promote  man- 

i\v  at  III* 


Leonora  Orloni  a  o  professor  o/  I 
University  of  Connecticut  in  Hartford. 


aged  compeiltlon.  Why?  The  ccmpanlei'  annual 
reports  explain. 

Managed  competition  Is  "one  of  our  most  aiirac- 
ilve  jprofltl  opponunities. "  says  the  Travelers 
report.  CIgna's  report  sees  prospects  lor  "Im- 
proved revenue  growth  and  better  margins"  In 
light  of  the  "new  Administration's  health  care 
policy."  These  and  the  other  big  insurers  are 
optimistic  because  they  know  that  in  the  world  of 
reform  many  smaller  insurers,  unable  to  service 
the  big  buyers,  will  fail.  This  will  leave  the  large 
Insurers  with  a  powerful  oligopoly, 

THE  reforms  will  conceniraie  health-care 
power  In  many  other  ways.  To  become  more 
efficient  and  more  able  to  handle  large  buy- 
ers of  Insurance,  for  instance,  doctors  and  hospi- 
tals will  form  provider  networks.  In  turn,  many  of 
these  networks  will  link  up  with  the  large  insurers, 
thus  forming  even  larger  entities,  (Indeed.  Cigna 
IS  already  assembling  a  network  In  the  New  York 
area.)  Finally,  for  administrative  services,  many 
purchasing  cooperatives  and  big  corporate  insur- 
ance buyers  will  turn  to  the  big  Insurers  —  and 
create  still-larger  groups. 

In  short,  under  reform  big  and  few  will  replace 
small  and  many. 

The  Administration  Is  not  unaware  of  this  dan- 
gerous convergence  of  power.  In  mid-June  It 
lecommended  that  health  insurers  be  sirippedof 
aniu,  j<(  immuniiy.  som^mmR  triey  have  enjoyed 

<[nr^  P^'^SPB^  "^  '^^   Mrrflrran.F^rgiitnn   An   fn 

|345.  Also,  (he  Adminisiration  thus  far  has  re- 
buffed doctors,  hospitals  and  pharmaceutical  com- 
panies who  have  requested  similar  immunities. 

But  policy  makers  must  be  even  more  sensitive 
to  the  antitrust  dangers  of  health  reform.  First, 
they  must  realize  that  economic  concentration  is 
dangerous  even  if  anii(rus(  immunities  are  not 
granted.  Such  concentration  is  inherently  danger- 
ous because,  "like  all  power,  it  is  laden  with  (he 
possibihty  of  abuse.  "  in  the  words  of  Irving  Kauf- 
man, the  eminent  Federal  judge. 

Second,  as  they  focus  on  cutting  health  costs  and 
raising  accessibility  lo  health  care,  policy  makers 
must  closely  examine  iheir  proposals'  antitrust 
effects.  Are  (here  equnllv  ''t^ciue  reforms  that 
avoid  dangerous  concentrations  of  power'/  Are 
there  safeguards  (hat  can  put  in  place?  How,  In 
detail,  will  this  brave  new  world  of  health  car*  be 
regulated?  Who  will  oversee  the  regulators? 

For  example,  the  purchasing  cooperatives  may 


well  receive  some  form  el  antlinin  Immunity 
because,  as  single  sellers  in  a  defined  are*,  they 
can  hardly  function  wtihoui  Immunity.  If  so.  policy 
makers  must  be  aware  that  (he  giant  Insurers  are 
likely  to  become  the  cooperatives'  administrators 
As  such,  the  insurers  may  benefit  from  this  Immu- 
nity even  if  (heir  own  has  been  sinpped  away. 

If  health  reformers  are  vigilant,  perhaps  they 
can  steer  clear  of  the  dangers  that  so  Justifiably 
worried  Senator  John  Sherman  when  he  drafted 
the  nation's  basic  antitrust  law  more  than  100 
years  ago.  Health  reform  should  not  be  a  cure  thai 
creates  another  disease,  ■ 
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Monopoly  Medicine? 


''Integrated"  health 
plans,  which  tie 
together  doctors, 
hospitals  and  other 
services,  are  being 
touted  as  a  remedy  for 
the  nation's  ailing 
health  system.  But  in 
Minnesota,  where  such 
plans  are  relatively 
well  established,  a 
side  effect  has 
appeared:  a  rash  of 
mergers  and 
acquisitions  that  could 
undermine  competition 
in  the  health  care 
market. 

BY  JULIE  KOSTERLITZ 


MINNEAPOLIS— Ifs  jusi 
anoiher  forgellable  office 
park,  siuck  bclwccn  ihe  shiip- 
ijll-yoj  drop  Mall  of  America 
and  ihe  airpori  on  Ihe  southern  rim  of 
Ihe  beirway.  Bui  laiely  a  crowd  of  oul-of- 
lown  journalisis  and  corporate  officials 
has  been  flocking  lo  ihe  headquarters  of 
Ihc  Business  Health  Cire  Action  Group 
10  learn  .iboul  a  far-reaching  experiment 
in  healih  care  finance  and  delivery. 

The  group,  composed  of  16  large  local 
employers,  is  working  with  a  consortium 
of  clinics  and  health  maintenance  organi- 
zations (HMOs)  to  devise  a  new  kind  of 
health  care  plan.  The  consortium  has 
promised  not  only  to  keep  a  lid  on 
employee  health  care  costs  but  also  to 
provide  staie-ol-lhe-art  information  sys- 
tems and  quality  controls  to  assure 
employers  that  they're  getting  the  most 
bang  for  their  buck. 

The  venture  is  the  latest  innovation 
incubated  by  a  metropolis  known  as  a 
leader  in  the  health  care  arena.  The  2.5 
million  inhabitants  of  Minneapolis-St. 
Paul  accepted  HMOs  long  before  most 
Americans  did.  Today,  about  44  per  cent 
of  local  residents  belong  to  HMOs,  com- 
pared with  16  percent  nationally.  During 
Ihe  1980s,  as  the  nation  slewed  about  ns- 
ing  health  care  costs  and  the  need  to 
"manage"  care,  the  Twin  Cities  boasted 
employee  health  insurance  premiums  15 
per  ceni  below  the  national  average.  To 
many  health  care  reformers,  that  exem- 
plified the  kind  of  competitive  market- 
place they  wanted  to  see  nationwide. 

But  there's  been  a  side  effea  from  the 
Twin  Cities'  experience;  a  wave  of  health 
care  industry  mergers  and  acquisitions 
that,  some  critics  warn,  could  undermine 
competiiion.  Last  year,  rwo  of  the  area's 
four  biggest  hospitals  announced  a  merg- 
er. In  March  of  this  year,  rwo  of  the  four 
HMOs  that  dominated  the  local  market 
announced  that  they  were  merging. 

Consolidation  in  the  health  care  indus- 
try has  been  taking  place  across  the  coun- 
try, and  many  experts  say  that's  a  good 
thing.  Besides  eliminating  cosily  duplica- 
tion, they  say,  a  shakeout  might  promote 
belter  coordination  of  care.  Health 


reformers  in  Minne.sota  and  elsewhere 
are  trying  lo  encourage  "integrated" 
health  systems  thai  cover  ;ill  of  a  patient's 
needs,  from  prevention  through  hospital- 
ization. Several  states  are  passing  laws  to 
create  special  antitrust  exemptions  for 
health  industry  mergers.  Hospital  and 
physician  groups  are  pushing  for  relax- 
ation of  Ihe  federal  .intiirust  l;iws.  a  move 
they  say  will  ease  the  irunsilion  lo  more- 
efficient,  integrated  systems  of  care. 

But  in  the  Twin  Cities,  some  critics 
argue  that  consolidation  has  gone  too  far. 
"I  woriy  that  the  state  is  not  going  to  be 
able  to  get  the  benefit  out  of  vigorous 
competition  because  there  are  fewer 
players  competing."  said  Allan  Baum- 
garien,  associale  director  of  the  Citizens 
League,  a  local  watchdog  group. 

It's  not  just  the  number  of  hospitals  or 
health  care  plans  that's  a  worry.  Becau.se 
"integrated"  plans  can  be  expensive  and 
difficult  to  put  together,  consolidation 
could  squeeze  out  the  starl-up  ventures 
that  economists  consider  key  to  the  vitali- 
ty of  the  markeiplace.  Government  regu- 
lations may  add  extra  hurdles  for  new- 
comers. The  nations  biggest  health 
insurers  have  already  moved  decisively 
into  the  managed  care  business,  which 
could  further  stack  the  odds  against 
smaller  local  ventures. 

The  big  purchasers  of  health  care — 
employers  and  the  government— don't 
seem  alarmed  hy  the  consolidation 
among  health  care  providers.  But  some 
experts  worry  thai  ihe  trend  toward 
monopoly  may  eveniually  be  the  downfall 
ofuny  health  care  reform  plan  that  relies 
on  competitive  markets,  if  buyers  and  the 
government  aren't  careful. 

"All  of  this  reform  is  going  to  force  a 
degree  of  consolidation  that's  unprece- 
dented," said  Robert  E.  Bloch,  a  Wash- 
ington partner  in  Ihe  Chicago-based  law 
firm  of  Mayer,  Brown  &  Plan  and  a  for- 
mer chief  of  the  profevsions  and  intellec- 
tual properly  section  in  Ihe  Aniltrusi 
Division  of  ihe  Justice  Department.  "One 
of  the  questions  is  whether  (reform)  sets 
in  motion  a  course  of  events  that  is  initial- 
ly beneficial,  but  that  over  time  we  are 
not  able  to  control,  once  those  markets 
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consolidate  and   excess  capacity   is 
removed." 

.  Ira  C.  Magazincr.  director  of  the 
White  House  health  care  relorm  task 
force,  sees  the  potential  for  local  market 
domination  by  large  national  firms.  ■All 
busmesses  want  to  become  an  oligopoly  if 
you  let  them."  he  said  in  nn  iniervieu. 
Special  efforts  will  have  to  he  made  to 
ensure  that  new  competitors  will  enter 
the  fray,  he  said.  Among  the  possible 
measures:  repeal  of  the  McCarran-Fer- 
guson  Act.  which  now  e^e^lpI^  insurance 
companies  from  federal  antitrust  laws.  (A 
working  group  within  the  task 
force  has  recommended  re- 
peal of  McCarran-Ferauson. 
but  the  White  House  has  not 
signed  off  on  the  proposal.) 
~  Bui  without  a  delicate  hal- 
.mcmg  act  hy  polic\  makers, 
relorm  based  on  compciiiion 
could  e\cntually  degenerate 
mm  a  lug-of-war  pitting  pur- 
ch.iscr  carieK  ■igainsi  supplier 
cartels — with  risks  to  con- 
sumers no  matter  who  wins 

In  thai  respect,  the  Twin 
Ciiies  may  he  more  of  a  trend- 
setter than  even  their  Ixxisters 
like  to  think. 


JOINING  FORCES 

Minnesota  has  long  led  the 
country  in  embracing  man- 
aged care  and  compeiilion  in 
the  health  care  marketplace. 
Doctors  in  the  state  had  a  tra- 
dition of  joining  large  group 
practices  such  as  the  Mayo  Clinic,  and 
thanks  partly  to  a  group  of  visionary  local 
health  experts,  these  clinics  began  experi- 
menting with  HMOs  and  other  innova- 
tive care  delivery  arrangements.  Paul  Ell- 
wood,  a  physician  who  helped  devise  the 
managed  competition"  concept  that  has 
dominated  the  recent  debate  o\er  nation- 
al health  care  reform,  became  persuaded 
from  his  experience  running  a  rehabilita- 
tion institute  in  the  Twin  Cities  in  the 
1960s  that  conventional  fee-for-service 
medicine  resulted  in  unnecessarily  high 
costs  and  haphazard  care.  Ellwood  and 
Walter  McClure.  a  physicist-turned- 
health-care-expert.  started  a  Minnesota- 
based  think  tank  that  promoted  the  idea 
01  competition  in  the  health  care  market. 

By  the  late  197Us.  the  Twin  Cities 
seemed  to  have  the  kind  of  competition 
between  managed  care  plan-,  that  Ell- 
wiiod  and  McClure  envisioned,  said 
Roger  Feldman.  a  professor  of  health 
care  economics  at  the  Universit\  of  Min- 
nesota's Institute  for  Health  SerMces 
Research.  "Many  employers  ottered  mul- 
tiple health  plans,  including  HMOs,  and 
attempted  to  promote  price-conscious 


employee  choice  among  those  plans."  he 
wrote  in  a  paper  that  is  soon  to  be  pub- 
lished in  \hi  Jvunnil  of  Regulaton  Eco- 
nomas. 

The  competition  only  seemed  to  get 
tougher  during  the  IVSUs.  when  large 
purchasers  began  using  their  market 
clout  to  demand  more  price  concessions 
and  greater  efficiency.  Doctors,  hospitals 
and  HMOs  felt  the  squeeze:  At  least  Id 
local  hospitals  closed  during  the  decade. 
usually  alter  merging  with  others.  Two 
pairs  of  HMOs  merged.  Doctors  in  tradi- 
tional private  practices  also  got  pinched. 


Sieve  Wetxell  of  the  Business  Health  Core  Action  Grovp 
Would-be  reformers  hove  boot  o  path  to  his  door  in  Minneapolis. 


Minneapolis  internist  Ronald  Vesseysaid 
the  income  of  the  senior  physicians  in  his 
small  clinic  dropped  40  per  cent  from 
IV81-y|.  The\  now  earn  less  than 
SI 00.000  a  year  apiece. 

But  employers  and  government  offi- 
cials only  grew  more  frustrated  as  health 
care  costs  continued  to  run  far  ahead  of 
inflation.  Discounts  and  managed  care 
sounded  good,  but  no  matter  what 
employers  tried,  "all  we  saw  was  a  contin- 
uation of  business  as  usual."  said  Fred 
Hamacher.  vice  president  for  compensii- 
tion  and  benefits  at  Dayton-Hudson 
Corp..  a  Minneapolis-based  retailing 
chain.  You  might  have  had  a  slight  sav- 
ings tor  a  year  or  two.  but  it  didn't  take 
long  lor  that  to  he  wiped  out  and  to  he 
back  on  the  same  old  track." 

Employers  and  the  state  government 
decided  to  take  more  drastic  measures  to 
get  costs  under  control — measures  that 
would  touch  off  yet  another  round  of 
mergers  and  greater  consolidation. 

In  early  1992.  the  employers  decided  to 
join  lorces  to  increase  their  market  clout. 
Dayton-Hudson  and  more  than  a  dozen 
other  Twin  Cities-based  employers — 


inaluding  Cargill  Inc..  Ce.idian  Corp. 
(formerly  Control  Data  Corp.).  General 
Mills  Inc..  HoneTOcll  Inc.  and  Pillsbury 
Co. — banded  together  to  shop  for  health 
coverage  for  their  more  than  125.000 
workers,  retirees  and  dependents. 

This  time,  the  emplovers  wercn  i  mere- 
ly seeking  discounts  or  managed  care,  but 
instead  a  fundamental  change  in  the  wa\ 
care  was  delivered  The  only  way  to 
achieve  this,  thev  decided,  w.is  to  form  a 
relationship  dircctlv  with  doctors  and 
hospitals,  rather  than  leaving  the  job  to 
middlemen  such  as  insurance  companies 
or  HMO  management.  Thev 
also  wanted  a  better  account- 
ing of  w  hat  they  were  getting. 
"With  all  of  the  plans  we  his- 
loricallv  iiflered.  we  never 
knew  what  we  bought."  Ham- 
acher said  "We  didn't  kntm 
wh.ii  t)u,iliiv  we  were  gelling, 
.intl  vvc  h.ul  no  kIc.i  how  cHi- 
eicni  Ithc  delivcn  |  w.i\ 

It  was  ,1  tall  order  that  lew 
local  he.ilih  providers  coulil 
meel.  E.irlier  this  vear.  two 
large  HMO-..  Group  Health 
Inc.  and  MedCeniers.  decid- 
ed to  merge  to  make  a  sue- 
eessful  bid  lor  the  employer 
group  s  business.  The  new 
plan,  called  Health  Partners. 
^  also  signed  contracts  with  sev- 
f  eral  large  clinics,  including 
"t  the  Mavo  Clinic,  to  meel  the 
.=  group  s  needs. 

Health  Partners  is  sup- 
p<ised  to  develop  plans  to  ele- 
vate the  standards  of  medical 
practice  and  to  measure  and  report  the 
results  of  the  care  it  delivers.  For  exam- 
ple, it  will  track  the  percentage  of  chil- 
dren who  are  immunized  and  the  share 
of  births  by  cesarean  section.  In  fact,  the 
employers  group  and  the  new  health 
plan  have  set  up  a  S7  million  research 
institute  to  help  further  measure  and 
refine  the  medical  practice  otdociorx 

Other  large  purchasers  have  begun 
flexing  their  muscle:  A  group  of  400  small 
employers  recently  signed  up  with  a  new 
health  care  network  put  together  by  Pru- 
dential Insurance  Co.  of  America. 

Minnesota's  state  government,  already 
a  maior  purchaser  ol  care  for  its  employ- 
ees, has  begun  organizing  purchasing 
pools  lor  other  emplover..  It  has  created 
such  a  p<x)l  for  local  governments  in  the 
stale  and  plans  to  create  others  lor  small 
businesses  and  lor  low -income  individu- 
als who  don  t  quality  lor  medicaid. 

Minnesota  has  passed  legislation  that 
is  likelv  to  produce  even  more  consolida- 
tion in  the  health  care  industry.  Like 
most  states  and  the  federal  government. 
Minnesota  was  grappling  with  the  prob- 
lem of  expanding  health  care  coverage  to 
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the  uninsured  while  gelling  a  grip  on 
suiiring  coMs.  The  Legislature  expanded 
coverage  for  the  uninsured.  Bui  it  also 
passed  a  law  earlier  this  year  that  calls  for 
trimming  the  groHih  in  health  care 
spending  in  the  state  by  at  least  lU  per 
cent  in  each  of  the  next  five  years. 

■What  drove  the  Legislature."  said 
Mary  Jo  O'Brien,  the  slate's  deputy 
health  commissioner,  was  a  look 
at  the  projections  ol  what  we  d  be 
spending  in  five  \ears  and  at  the 
end  of  the  century.  We  said. 
'Whoa,     .we  can  i  afford  it.'  " 

Like  private  employers,  state 
officials  had  concluded  that  the 
only  way  to  cut  costs  was  to 
change  the  wiis  c.irc  is  delivered. 
And  so  the  new  uw  contains 
strong  incentive^  lor  UiK'tors  jiid 
hospitals  lo  lorm  what  it  culls 
•integrated  sen  ice  networks'— 
health  plans  thai  >>ilcr  complete 
care  lor  a  Used  pncj.  Now  miu'II 
gel  paid  on  per  cjpita  basis  and 
make  money  b\  keeping  people 
health),  not  h>  treaing  illness.' 
O  Brien  said.  W  e  re  changing 
the  incentives  and  the  way  we  pay 
for  health  care. 

Doctors  and  hospitals  that 
aren't  in  the  networks  will  face 
strict  price  controls  and  other 
regulation.  The  networks,  by  contrast, 
will  be  subject  onlv  to  an  over-all  limit  on 
cost  growth.  The  law  has  touched  off  a 
mad  scramble  b\  doctors  and  hospitals  to 
affiliate  with  one  another  and  form  net- 
works. 'We'll  be  history  by  the  end  of  the 
year."  Vesscy  said  of  his  small  group 
medical  practice,  which  has  existed  since 
1916.  'There's  no  question  well  sell  our 
practice  or  be  bought  out. "  The  law  has 
also  spawned  efforts  by  specialists,  who 
are  now  considered  in  oversupply  for  a 
system  that  will  focus  increasingly  on  pre- 
ventive and  priniap.  care,  to  band  togeth- 
er and  sell  their  services  as  a  group  to 
networks. 

Hospitals  ha^e  also  joined  the  fray: 
Two  major  hospital  chains.  Health  One 
and  Life  Span,  combined  to  form  Health 
Span.  "We  came  together  to  better  posi- 
tion ourselves  for  the  future,  because  we 
think  that  the  future  is  looking  forward  to 
health  care  systems  able  lo  provide  a  con- 
tinuum ol  care  lo  delined  populations." 
said  Brian  J  Osberg.  the  managed  care 
officer  for  the  merged  corporation.  Two 
children  s  hospitals  have  been  discussing 
a  merger  as  well. 

COIUBORATION  V.  COMPniTION 

The  move  toward  larger  integrated 
health  care  systems  has  been  applauded 
in  many  quarters  The  health  ca/'e  sys- 
tem is  transuioning  right  no^vfron^a  cot- 


tage industry  to  a  business. "  Davton- 
Hudson  s  Hamacher  said.  "Nothing  is 
efficient  in  a  cottage  industry, " 

But  some  of  the  horizontal  tnergers 
between  similar  providers  have  met  with 
suspicion  that  they  were  intended  to 
defeat  competition  rather  than  to  pro- 
mote efficiency. 

Minnesota  Attornev  General  Hubert 


/ 


UnivsriitY  e(  Minnesota's  Roger  Feldman 

Health  indastry  mergers  could  be  bad  news  for  lontumere. 


H.  Humphrey  III  brought  charges  in  fed- 
eral court  that  the  Life  Span-Health  One 
merger  violated  federal  antitrust  laws. 
(The  Bush  Administration  Justice 
Department  had  looked  into  the  matter 
but  decided  not  to  pursue  it,  and 
although  Clinton  Administration  officials 
have  made  no  public  comment,  people 
familiar  with  the  case  say  the  new 
Administration  is  unlikely  to  reopen  it.) 

'"A  market  can  get  so  concentrated.' 
have  so  few  players,  that  consumers  suf- 
fer. Tacit  or  oven  collusion  becomes  pos- 
sible."  said  John  Docherty.  special  assis- 
tant attorney  general  in  the  state  antitrust 
division.  Based  on  an  analysis  of  the 
merged  hospitals'  combined  market 
share  (together,  they  control  28  per  cent 
of  the  local  market)  and  extensive  inter- 
views with  employers  and  health  care 
providers.  Docherty  said,  "we  became 
cenain  that  [the  merger)  would  facilitate 
the  chain  to  stick  it  to  payers,  to  say. 
"Here  s  our  price,  take  it  or  leave  it.'  " 

But  before  the  case  was  resolved,  the 
state  passed  legislation  that  gave  the  state 
health  commissioner  the  power  to  grant 
exceptions  to  the  antitrust  law.  The  state 
negotiated  a  settlement  requiring  the 
merged  hospitals  to  freeze  their  revenues 
this  year:  starting  next  year,  they  would 
have  to  roll  back  their  revenues  at  a  rate 
of  $12  million  annually  until  the  health 
commissioner  rules  on  the  merger. 
The  mercer  of  the  two  laree  HMOs  this 


year  has  also  raised  concerns.  Feldman  of 
the  University  of  Minnesota  considers 
the  mercer  a  watershed.  "We  ve  never 
had  a  merger,  ever,  in  the  (national) 
HMO  market  between  two  equal  part- 
ners of  this  size."  he  said.  Feldman  and 
an  associate.  Bryan  Dowd.  asked  the  Jus- 
lice  Department  to  investigate  the  merg- 
er, but  it  did  not  intervene:  the  stale 

attorney  generals  office  also 

decided  not  lo  pursue  the  mai- 
ler— in  part  for  lack  of  resources. 
Docherty  said. 

Still.  Feldman  predicted  that 
the  merger  will  be  bad  news  for 
consumers.  He  concluded  In  a 
study  that  the  HMOs'  profits 
could  rise  by  as  much  as  515  a 
monih  per  cnrollec. 

but  hc.illh  iiidusir>  ollicials 
contend  that  the  market  is  as 
competitive  as  ever,  if  not  more 
so.  ""Right  now.  It  s  doy-eat-doti." 
said  George  Halvorson.  the  for- 
mer head  of  Group  Health  Inc. 
who  IS  now  president  of  its  post- 
i  merger  parent.  Health  Partners. 
?  "It's  an  extraordinarily  competi- 
1  live  marketplace."  concurred  K. 
■5  James  Ehlen.  chairman  of  Medi- 
ca,  another  large  local  HMO, 
which  is  owned  by  United 
Healthcare  Corp.  And  leaders  of 
the  business  Health  Care  Action  Group 
say  there  are  bound  lo  be  new  competi- 
tors entering  the  market.  The  new  Health 
Span  hospital  chain  has  talked  of  forming 
its  own  integrated  network,  as  have  some 
other  local  hospital  systems  and  clinics. 

Would-be  competitors,  however,  could 
have  a  lough  lime  breaking  in.  "In  this 
market,  the  barriers  are  very  high,"  the 
Citizens  League's  Baumgarten  said.  The 
stale  demands  large  capital  reserves  so 
plans  can  weather  high  risks  and  large 
losses.  New  plans  also  face  a  caich-22,  he 
said:  Unless  they  have  lots  of  patients,  it's 
hard  to  attract  doctors  and  hospitals  at 
competitive  prices.  But  without  an  exten- 
sive network  of  doctors  and  hospitals  in 
place.  It's  lough  to  attract  patients. 

Entering  the  marketplace  could  gel 
even  tougher  as  the  push  for  integrated 
systems  continues.  Doctors  and  hospitals 
may  be  pressured  to  sign  exclusive  agree- 
ments with  health  plans,  making  it  harder 
for  potential  competitors  to  put  new 
plans  together. 

Interestingly,  many  large  employers 
who  are  othenvise  free-market  devotees 
argue  that  when  it  comes  to  health  care, 
competition  isn't  that  important  and 
might  be  counterproductive.  "Think  of 
health  care  as  kind  of  a  public  utility." 
Steve  Wetzell.  the  Business  Health  Care 
Action  Group  s  executive  director,  said. 
"There  is  such  a  huge  capital  Investment 
required  to  build  a  network  to  take  care 
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of  a  population  and  deal  » jih  the  geo- 
graphic access  that  it  doesn't  make  sense 
10  create  all  these  iiny  little  competing 
plans.  You  end  up  with  o\ercapitali2a- 
tion.  too  much  technology  m  the  market- 
place, and  that's  «here  people  who  look 
at  it  from  a  pure  economic  standpoint 
don't  understand  the  unique  nature  of 
health  care  " 

Wetzell  and  his  group  say  that  their 
active  collaboration  with  doctors — 
employer  representatives  even  sit  in  with 
the  20  groups  of  doctors  that  are  formu- 
lating medical  practice  guidelines  for 
their  plan — works  better  than  arm's- 
length  dealings  with  several  competing 
plans.  "If  this  plan  works  so  that  were 
getting  the  highest-possible-quality  care, 
delivered  in  the  most  efficient  manner 
possible,  with  every  dollar  spent  wisely, 
shouldn  t  this  be  the  only  plan  we  offer?" 
Hamacher  asked. 

Feldman  s  colleague  Dowd.  a  health 
policy  analyst,  says  that  collaboration 
can't  beat  competition.  "No  one  has  said 
it's  a  bad  idea  to  demand  hard  informa- 
tion on  the  outcomes  of  care  from 
providers  and  to  work  hard  to  buy  the 
right  thmg  rather  than  the  wrong  thing." 
he  said.  The  point  is  that  merging  health 
plans  will  make  it  more  difficult  tor  you. 
on  the  margin,  to  buy  what  you  want  at 
the  lowest  possible  price  " 

Consolidation  among  big  purchasers  of 
health  care  could  pose  a  danger  as  well. 
■  When  bu>crs  hecnmc  hirgc.  ibcy  can 
cncaec  in  collusion. '  iii\v\cr  Bloch  »-aid. 
■When  ihe  -liC  nl  ,i  (purchasing  p<iol|  iv 
M)  big.  II  e.in  have  markei  pimer  that  it 
Ciin  u'^e  .i;;,lln^^  prmijcrv  ui  dn\e  d»Hsn 
price  hclnw  COM.'  forcing  prmiders  lo 
"cut  corner".. '  he  said. 

relilni.in  .lUo  tret"-  ihal  cunMimers  will 
sutler  .i*.  ■"'I'j  ptirch.i^cr^  viju.ire  oil  agam^i 
big  priniiler^  "The  m.irkel  !>•  pushed  and 
pulled  bv  iMri:ainini;  p<mer  nm.ircl  «hal 
ihc  bu\er  \\,in\\  (»r  lovi.ird  uhal  Ihe  seller 
«ani^.  "ui  unK  b\  luek  i~  ii  pushed 
iimard  eeuinc  Ihe  pruduel  eon-umers 
want,  in  ihe  amount  consumer-.  «.ini  lo 
bu\.  al  !ime*i  povvihle  eovi.    he  ^.iiU 

WHAT  ABOUT  THI  ItniE  GUYS? 

The  Jeb.iie  in  the  Twin  Ciiie^  i»  being 
echoed  in  Washington  as  the  .Adnimivira- 
lion  and  Congress  cimsider  options  lor 
reforming  the  nations  health  care  sys- 
tem. Although  the  Administration  has 
yet  to  unveil  its  plan,  it's  widely  expected 
to  encourage  integrated  health  care  sys- 
tems as  well  as  purchasing  pools  that 
increase  buyers'  clout. 

In  Minnesota.  "I  think  you  re  seeing  a 
forerunning  of  what  could  happen  at  Ihe 
national  level."  lawyer  Bloch  said.  "Big 
buyers  putting  together  pools  and 
demanding  formation  of  approved  health 


plans,  exactly  the  same  thing  that's  envi- 
sioned in  national  reform. " 

Insurers,  hospitals  and  doctors  around 
the  countrs  are  already  scrambling  to  fig- 
ure out  a  way  to  sun ive  in  the  new  world 
order.  In  St.  Louis,  denominational  dif- 
ferences were  thrown  out  Ihe  window  as 
Barnes-Jewish  Hospital  and  Christian 
Health  Services  merged  recently.  In 
Washington,  the  American  Hospital 
Association  and  the  Blue  Cross  and  Blue 
Shield  Association  recently  held  a  how-to 
conference  spotlighting  collaborations 
between  insurers  and  hospitals  in  local 
markets,  an  approach  they  called  "'com- 
munity-based partnerships." 

And  the  nations  five  biggest  health 
insurers  one  by  one  split  off  from  the 
Health  Insurance  Association  of  Ameri- 
ca during  the  past  two  years,  making 
clear  that  they  felt  their  future  lay  in 
shedding  their  identity  as  traditional 
indemnity  insurers  and  becoming  instead 
managed  care  companies  that  would 
have  a  role  in  a  reconfigured  market- 
place. The  big  five — Aetna  Life  and 
Casualty  Co..  Cigna  Corp.,  MetLife,  Pru- 
dential and  Travelers  Corp.— along  with 
some  of  the  stronger  Blue  Cross  and 
Blue  Shield  plans,  may  be  among  ihe  few 
insurers  that  have  sufficient  capital  and 
know-how  to  build  integrated  plans  and 
enter  new  markets. 


there  are  some  efficiencies  from  mergers 
that  can  eliminate  duplication  and 
waste."  Bloch  said.  "But  exactly  where 
the  magic  line  is  between  efficiency  and 
markei  power  used  in  an  anticompetitive 
way  has  got  to  be  a  central  concern  of 
policy  makers.' 

Magaziner  said  he  wants  to  make  sure 
that  "in  the  transition  stages,  the  five  big 
insurance  companies  that  have  capital . . . 
(do)  not  have  an  unfair  advantage  over 
local  groups  of  doctors"  who  want  to 
form  health  plans.  "Health  care  is  a  local 
business. "  he  said. 

The  Administration  is  considering 
measures  to  ensure  that  small,  local  play- 
ers can  continue  to  enter  the  market- 
place. Magaziner  said.  For  example,  such 
plans  might  be  offered  a  kind  of  insur- 
ance against  bankruptcy  if  they  attract 
more  bad  risks  than  expected  in  their 
early  years.  Another  measure  might  be  to 
offer  low-interest  loans  to  local  groups 
trying  to  form  plans. 

Earlier  this  year,  a  working  group  of 
the  White  House  task  force  recommend- 
ed against  rela.\ing  antitrust  laws  as  they 
apply  to  physician  collaboration  and  hos- 
pital mergers — although  il  suggested  that 
the  government  give  clearer  guidance  to 
doctors  and  hospitals  about  what  is  per- 
mitted under  current  laws. 

But  no  final  decision  seems  to  have 


White  Heute  health  reform  tosk  force  hood  Iro  C  Mogaxiner 
"All  butinouti  wont  to  bMome  an  oligepolv  H  you  lot  them.' 


The  rush  to  consolidation  and  integra- 
tion in  the  health  care  business  has 
spurred  the  American  Hospital  Associa 
tion  and  the  American  Medical  Associa 
tion  to  call  on  the  federal  and  state  gov- 
ernments to  relax  their  antitrust  laws. 
(SeeNJ.  1012-4191  p.  2-I2S.) 

But  the  urge  to  merge  has  also  inspired 
concern  at  the  national  level.  "Clearly 


been  made  on  the  groups  recommenda- 
tion to  repeal  the  insurance  industry's 
antitrust  protections  under  the  McCar- 
ran-Ferguson  Act.  "We  want  to  modify 
the  antitrust  laws  somewhat  but  still  pur- 
sue an  antitrust  framework  ...  to  prevent 
anyone  from  getting  a  comer  on  the  mar- 
ket." Magazmer  said.  "Well  probablv 
leave  it  in  the  middle  somewhere."        ■ 
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America's  Most  Trusted  Profession 
Asks  You  to  Support 


Independent  retail  pharmaasts —  health 
care  proiessionals  and  small  business 
entrepreneurs — are  Amenca  s  most 
accessible  health  care  resources. 
Repeatedly  in  recent  Gallup  Polls 
the  public  has  fudged  druggists/ 
retail  pharmaasts  to  be  the 
nahons  most  trusted  profes- 
sionals. 

The  National  Association  of 

Retail  Druggists  (NARD)  is 
the  association  representing 
the  professiorul  and  propn- 
etarv  interests  of  the  nation's 
independent  retail  pharma- 
cists. Consumers  obtain 
70  percent  of  the  nation's  retail 
prescription  drugs  and  related 
pharmacy  services  from  indepen- 
dent retail  pharmaasts.  The  40,000 
independent  retail  pharmaaes 
NARD  represents,  where  over  75,000 
pharmacists  practice,  are  concerned  about 
a  wide  variety  of  health  and  business  issues. 
The  insurance  industry's  pnce  fixing,  its  access  to 
unfairly  pnced  drugs,  and  the  consequennal  denial 
of  consumer  equal  access  to  participate  in  insured 
prescription  drug  programs  overshadow  all  other 
concerm.  H.R.  9  will  reestablish  for  these 
programs  the  hallmarks  of  our  private 
prescnption  drug  marketplace:  consumer  choice 
and  fair  competition. 

The  Insurance  Competibve  Pricing  Act.  intro- 
duced by  Chairman  lack  Brooks  (D-Tx)  and 
Senators  Howard  Metzenbaum  (D-Oh),  Ed- 
ward Kennedy  (D-Ma),  Joseph  Biden  (D-De),  and  Paul 
Simon  (D-D),  as  RR.  9  and  S.  84.  en)ovs  the  support  of 
a  wide  array  of  consumer,  labor,  business  and  law 
er\forcement  groups.  RR  9  is  the  product  of  a  long- 
term,  thoughtful,  steady,  patient  effort  to  substitute 
pro-cor\sumer  and  pro<ompetitive  market  forces  for 


pnce  tixing,  tymg,  monopolization  and 
market  allocanon. 

Small  busmess  strongly  suoports 
H.R.  9,  includmg  the  Small  Business 
Legislative  Council  (SBLC),  the 
mdependent.  permanent  coaudon 
of  more  than  100  traae  ana 
proressionai  assooanons  repre- 
senting the  mterests  of  moie 
than  4  mjllion  smaii  hii^.n,>«,<;j>^ 
in  manufacturing,  retailmg, 
distnbution.  proiessionai  and 
technical  services,  construc- 
tion. trar\sportation  and  agri- 
culture. The  insurance  mmis- 
trv  stands  virtuallv  aiory  mr 
pnce  hxing  and  against 
increased  cnmpPhnnn 

Although  the  record  fuliv  supports 
repeal,  R  R.  9  is  not  an  outnght  repeal 
of  the  McCarran-Ferguson  antitrust  ex- 
emption. It  is  a  compromi';p.  It  specifically 
immunizes  from  anv  anntrust  diailenge  activities 
that  are  unique  and  essential  to  tfie  insurance  irvlustry. 
The  state  regulahon  nf  insurance  provisions  of  rhp  Art 
remain  intact. 

Industry  is  attemptmg  to  miscast  RR.  9  as  partisan. 
It  is  not — unless  supportmg  small  business  and  con- 
sumer interests  in  preventing  pnce  fixmg  and  other 
anb-competitive  insurance  acnvitv  is  the  exclusive 
domain  of  Democrats.  Industrv  opponents  will  ask 
you  to  defend  insurance  pnce  ftxmg  and  their  coer- 
ave,  and-compebtive  practices  thiat  deny  your  con- 
stituents equal  access  to  small  busmesses,  includmg 
pharmaaes. 

The  answer  is  simple:  these  practices  are  indefensible 

In  the  102nd  Congress,  the  House  Judiciary  Commit- 
tee approved  RR  9. 


Stop  Price  Fixing  by  the  Insurance  Cartel 


M' 


Support 
The  Insurance  Competitive  Pricing  Act" 

John  M.  Rector.  CcnenI  Counsel 

Deparrmml  of  Gov  emment  AtMin  •  Lecisl^hve  Defense  Fund 
\.»tK)fMi  Asiociaoon  oi  Retail  Druggists  •  2U5  DainRemeid  Roid  •  AlexAndna,  V  ir^inw  22314 
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Mr.  Brooks.  I  have  a  few  questions,  but  I  think  I  will  ask  just 
three  or  four  questions  to  all  of  you  generally. 

Mr.  Hunter,  industry  representatives  claim  that  if  joint  trending 
projections  lose  their  immunity,  many  insurance  companies  would 
be  unable  to  recover.  After  H.R,  9  is  enacted,  would  small  insurers 
be  able  to  obtain  reliable  trending  services  at  a  reasonable  cost? 

Mr.  Hunter.  The  answer  is  yes,  sir.  We  have  trials  now  in  three 
States  at  least.  The  antitrust  exemption  has  been  repealed  in  Cali- 
fornia since  proposition  103  passed  in  1988. 

There  are  more  insurers  now  in  California  than  there  were  at  the 
time  of  passage.  There  has  been  no  diminution  of  numbers  of  insur- 
ers. ISO  has  not  produced  any  trended  information  since  1988.  The 
profits  of  insurers  have  actually  gone  up,  although  the  prices  have 
stabilized. 

California  was  the  third  highest  cost  State  in  terms  of  price  in- 
creases year  by  year,  between  the  years  1983  and  1988.  And  for  the 
last  5  years,  since  the  passage,  California's  prices  are  the  third  low- 
est instead  of  the  third  highest. 

So  prices  have  come  down.  Profits  have  gone  up.  Insurers  have 
become  more  efficient  in  their  activities  because  of  the  competition. 
ISO  has  not  given  trended  data  but  has  given  other  kinds  of  data. 

Mr.  Brooks.  ISO  does  not  furnish  trending  data  since  1988? 

Mr.  Hunter.  Since  1988  in  California.  And  neither  trend  nor  loss 
development  in  New  Jersey  for  the  last  several  years.  Texas,  as  you 
know,  has  also  applied  antitrust  law  to  its  auto  insurance  markets 
and  some  other  markets. 

So  we  have  had  experience  now.  Small  companies  thrive.  There 
are  plenty  of  consulting  actuaries  around.  ISO  can  actually  make 
the  trend  data  points  available,  because  that  is  historic  data.  But 
the  judgment,  the  speculation  about  what  that  data  means  for  the 
future  should  be  done  by  independent  actuaries  easily  and  cheaply, 
and  as  we  see  in  California  and  other  places.  The  benefits  of  com- 
petition greatly  outweigh  any  small  increase  in  price  for  consumers 
for  individual  companies  having  to  get  actuaries. 

So  the  answer  to  your  question  is,  there  would  be  no  problem 
getting  trend  data  to  small  companies. 

Mr.  Brooks.  Mr.  Fusco,  do  you  want  to  add  to  that? 

Mr.  Fusco.  I  would  rather  not  add  to  that,  but  disagree  with 
that.  There  would  be  a  problem  for  small  companies  to  calculate 
trends  on  their  behalf.  There  are  not  enough  casualty  actuaries  to 
go  around,  so  that  we  could  have  one  for  every  company. 

Mr.  Hunter  referred  to  California  as  a  State  in  which  ISO  has 
not  submitted  trended  or  prospective  loss  costs.  We  have  submitted 
trend  data,  as  Mr.  Hunter  knows,  in  California,  and  companies 
have  gotten  by. 

California  is  a  situation  in  which  a  lot  of  litigation  is  going  on. 
I  would  not  characterize  it  as  a  healthy  insurance  market.  Some- 
thing that  is  working  in  one  particular  State,  to  hj^othesize  that 
that  would  work  well  in  all  50  States  as  a  rule,  I  think,  is  a  great 
leap. 

I  would  also  like  to  characterize  what  ISO  does  is  independently- 
arrived-at  trend  data.  Our  staff  are  trying  to  give  to  our  companies 
the  best  answer  that  we  can  determine  as  to  the  prospective  loss 
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costs.   For  that  to  be  replicated  by   1,500   individual  companies 
would  be  done  at  great  expense. 

Even  today,  those  companies  have  the  opportunity  to  disagree 
with  ISO's  calculations  and  judgments  by  hiring  independent  actu- 
aries on  their  own,  as  their  own  employees,  as  consulting  actuaries. 
That  process  would  be  much  cheaper,  to  examine  what  ISO  has 
done  and  the  detail  with  which  they  have  given  that  information 
to  companies,  and  make  the  necessary  adjustments  and  correct  for 
an  individual  company.  But  to  start  from  scratch  and  do  that  work 
themselves  would  have  to  be  done  at  much  cost  and  effort. 

Mr.  Brooks.  Would  you  explain  to  us  what  information  is  used 
in  the  trending  process,  other  than  information  obtained  from  the 
statistical  base  of  historical  loss  data,  that  needs  to  be  gathered 
collectively  on  an  industrywide  basis  in  order  to  be  reliable? 

Mr.  Fusco.  I  would  like  to  read  to  you  some  of  my  testimony,  if 
I  may,  since  I  think  it  draws  upon  it.  It  also  disagrees  perhaps 

Mr.  Brooks.  It  is  covered  in  that  testimony? 

Mr.  Fusco.  Not  fully.  I  will  add  to  the  bit  of  the  testimony  as 

well. 

Mr.  Brooks.  Why  don't  we  just  take  the  testimony  and  add  to 
it  what  you  want  to  add  to  it. 

Mr.  Fusco.  I  would  like  to  disagree  at  the  beginning  with  the 
statement  that  Anne  Bingaman  made  this  morning,  and  that  Bob 
Hunter  seemed  to  agree  with,  that  trend  is  easy.  Trend  is  not  easy. 
Trend  is  a  particularly  complicated  actuarial  calculation. 

And  our  actuaries  use  internal  data,  meaning  actual  insurance 
data,  over  many  periods  of  years  to  calculate  what  trend  might  be. 
We  also  look  at  judicial  changes,  legislative  changes,  and  other  ex- 
ternal econometric  models  for  the  purpose  of  calculating  trend.  I 
would  have  to  say  it  is  not  an  easy  process. 

What  we  are  trying  to  get  to  is  what  is  the  prospective  loss  cost, 
which  is  cost  information,  we  are  trying  to  send  to  companies,  not 
price  information.  How  much  is  it  going  to  cost  to  cover  loss  for  the 
future  for  a  particular  set  of  policies. 

I  don't  want  to  be  redundant.  Much  of  that  is  in  this  testimony. 

Mr.  Brooks.  Mr.  Hunter,  you  are  an  actuary.  What  do  you  think 
of  that? 

Mr.  Hunter.  We  have  the  essence  of  the  argument  going  on 
here.  What  happens  with  trending  is,  we  are  taking  a  lot  of  ele- 
ments like  judicial  decisions,  as  has  been  just  mentioned,  legisla- 
tive changes,  those  kinds  of  things,  and  saying  to  ourselves,  what 
will  that  mean  in  the  future,  next  year,  what  is  inflation  going  to 
be  next  year. 

And  what  ISO  does  is  take  all  that  and  put  it  into  one  number 
and  say,  industry,  this  is  what  it  is  next  year.  And  everybody  goes 
with  it.  And  because  they  want  to  make  it  high  enough  for  their 
least  efficient  company,  they  always  pick  the  highest  trend  factors. 

I  can  tell  you  from  reviewing  them  year  after  year,  State  after 
State,  ISO  trend  factors  are  high,  they  cobble  one  shoe  for  the 
whole  industry,  and  it  is  a  size  25,  because  otherwise  some  of  the 
ones  with  big  feet  would  get  their  feet  pinched.  As  a  result,  every- 
body pays  too  much  for  insurance.  That  is  the  essence  of  trending. 

It  is  not  joint  trend  data  we  disagree  with.  Joint  trend  data 
should  be  promulgated,  as  they  do  in  California.  But  to  take  it,  put 
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lives  through  it,  2ind  say  what  next  year  the  costs  are  going  to  be 
is  the  essence  of  price  fixing,  and  that  is  what  they  do. 

Mr.  Brooks.  Mr.  Fusco,  the  insurance  industry  has  claimed  their 
reason  for  opposing  H.R.  9  is  to  preserve  State  authority  to  regu- 
late effectively.  If  that  is  the  case,  why  has  ISO  been  lobbying  so 
furiously  to  take  away  the  Texas  insurance  board's  longstanding 
authority  to  determine  the  kinds  of  data  that  need  to  be  collected 
for  effective  insurance  regulation? 

Mr.  Fusco.  I  don't  think  that  is  a  true  statement. 

Mr.  Brooks.  You  don't  think  ISO  is  lobbying  against  the  Texas 
insurance  board,  working  against  it?  Is  ISO  for  it? 

Mr.  Fusco.  ISO  has  been  a  licensed  statistical  agent  in  the  State 
of  Texas  and  would  like  to  maintain  our  status  as  such.  What  the 
Texas  department  has  done  now  is  put  out  an  RFP,  a  request  for 
proposal  for  certain  organizations  to  apply  to  become  the  State  data 
collector  for  Texas.  My  reading  of  that  particular  legislation  is  that 
we  are  precluded  from  applying  for  that  because  of  our  ties  to  the 
insurance  industry.  And  we  did  lobby  to  try  to  not  have  that  hap- 
pen. 

Mr.  Brooks.  You  lost. 

Mr.  Fusco.  That  is  the  current  state. 

Mr.  Brooks.  Mr.  Nelson,  would  the  application  of  the  antitrust 
laws  to  the  insurance  business  make  it  harder  for  agents  like  you 
to  offer  the  consumer  the  best  insurance  product  at  the  lowest 
available  price  and  meet  their  requirements? 

Mr.  Nelson.  Without  the  application  of  the  antitrust  protection, 
independent  insurance  agents  like  myself  cannot  today  safely  com- 
parison shop  and  offer  consumers  the  lower  cost  products  in  the 
marketplace.  They  are  available  in  the  marketplace,  they  are  filed 
at  the  State  insurance  departments,  but  without  the  protection  of 
antitrust,  you  risk  the  loss  of  your  business  if  you  actively  go  out 
and  offer  those  lower  cost  price  policies  to  all  consumers. 

Mr.  Brooks.  Mr.  Pollard,  what  are  some  specific  examples  of  in- 
surance innovation  that  you  believe  would  be  stifled  by  a  limited 
application  of  the  antitrust  laws  to  your  industry  in  those  States 
where  they  might  possibly  apply? 

Mr.  Pollard.  Well,  I  think  some  specific  examples  would  be  new 
products  in  which  we  depend  on  the  analyzed  data  to  set  the 
benchmark,  and  then  we  can  have  our  own  people  go  in  and  come 
up  with  an  innovative  product  we  might  file. 

Based  on  the  use  of  the  information,  that  data  that  has  been 
analyzed  by  several  people,  2ind  that  is  the  crux  of  this  argument 
we  are  talking  about  here,  is  that  the  trended  data  has  been  based 
on  several  opinions,  not  just  by  actuaries  but  by  economists,  and 
companies  can  rely  on  that  benchmark  data.  Individual  companies 
can  then  make  their  own  decisions.  If  we  don't  have  that  data,  our 
ability  to  innovate  will  be  much  more  conservative  in  that  regard. 

Mr.  Brooks.  Ms.  Lipsen,  some  opponents  of  the  legislation  claim 
that  the  interested  parties  are  primarily  a  few  consumer  activists 
in  Washington.  From  your  experience,  can  you  tell  us  whether  con- 
sumers around  the  country  have  an  opinion,  have  some  feeling 
about  the  insurance  industry  being  exempt  from  antitrust  laws? 

Ms.  Lipsen.  It  depends  how  you  ask  the  question.  If  the  question 
is  posed  to  the  Nation's  consumers:  What  do  you  think  of  horizontal 
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arrangements — they  don't  know.  If  you  ask  them  what  they  think 
about  the  insurers  price  fixing,  the  answer  is  they  don't  like  it  and 
they  want  to  see  repeal  or  modification  of  the  unjustified 
McCarran-Ferguson  Act. 

We  have  worked  with  a  group  of  consumer  organizations  which 
represent  seniors,  women,  and  the  disabled.  For  many  years  this 
coalition  has  tried  to  do  something  about  this  unjustified,  outmoded 
act.  We  have  also  worked  with  labor  and  small  business  and  banks 
and  many  others,  and  we  disagree  on  almost  everything  except  we 
agree  on  this  bill.  We  call  for  its  prompt  passage  now. 

Mr.  Brooks.  Thank  you. 

Mr.  Rector,  as  a  board  member  of  a  major  small  business  associa- 
tion, how  widely  is  your  concern  over  this  issue  shared  among 
Americans  in  small  business? 

Mr.  Rector.  I  would  say  virtually  across  the  board,  down  Main 
Street,  America.  The  small  business  legislative  council  SBLC  that 
I  am  here  representing  today  would  echo  the  chairman's  concerns 
about  the  need  to  move  expeditiously  with  H.R.  9. 

We  may  have  some  size  25  shoes  in  that  crowd,  but  earlier  com- 
ments were  made  about  being  to  the  left.  I  would  hate  to  see  our 
small  business  groups  tainted  as  if  they  are  leftists  or  something. 
Most  of  them  figuratively  couldn't  spell  left.  They  are  mainstream, 
mostly  Republican,  and  they  are  strongly  in  support  of  H.R.  9. 

Mr.  Brooks.  I  hope  they  can  write. 

Mr.  Rector.  They  can  write  very  well. 

Mr.  Brooks.  I  want  to  thank  all  of  you  very  much. 

Mr.  CONYERS.  Mr.  Chairman,  might  I  intervene? 

Mr.  Brooks.  The  chairman  of  the  CJovernment  Operations  and 
ranking  member  of  the  Judiciary  Committee,  a  wonderful  member, 
with  a  wonderful  little  son  who  had  his  picture  made  with  Presi- 
dent Clinton. 

Mr.  CONYERS.  At  least  once  yesterday. 

Mr.  Brooks.  Two  or  three  times. 

Mr.  CONYERS.  Probably  more. 

Thank  you,  Mr.  Chairman. 

I  would  like  to  thank  everyone  on  this  panel,  including  the  insur- 
ance representatives,  who  are  very  fine  people.  Mr.  Fusco,  Mr.  Pol- 
lard are  gentlemen  who  are  probably  in  their  own  way  great  Amer- 
icans, and  they  represent  a  very  important  industry  that  we  have 
to  take  into  consideration  and  remember  how  important  this  indus- 
try is  and  how  important  this  subject  matter  is. 

I  think  you  would  both  agree  with  me  there.  The  problem  is  that 
the  abuses,  gentlemen,  have  been  piling  up  to  such  an  extent  that 
even  people  in  your  industry  are  now  urging  us  to  make  reasonable 
adjustments  to  the  exemption  that  has  netted  you  trillions  of  dol- 
lars over  the  decades. 

And  so  as  a  reasonable  and  modest  subject  member  of  the  Judici- 
ary Committee,  I  am  following  my  leader,  the  chairman  of  this 
committee.  This  may  be  a  dangerous  undertaking,  because  the  in- 
surance industry  does  not  take  lightly  to  these  changes  that  have 
been  proposed.  And  I  for  one  will  hope  that  my  relationship  with 
the  fine  leaders  of  this  industry  will  not  be  disturbed  in  any  way 
by  the  courageous  step  I  find  myself  taking  with  the  encourage- 
ment of  Chairman  Brooks. 
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Could  you  give  me  that  assurance  on  the  record?  Silence.  Let  me 
try  it  another  way. 

Have  you  looked  with  favor  upon  my  performance  as  a  national 
legislator,  and  that  whatever  that  favor  is,  it  will  not  be  altered  by 
the  legislative  battles  that  may  come  out  of  these  hearings?  I  un- 
derstand there  are  about  nine  more  scheduled. 

Mr.  Pollard  can  shake  his  head  in  the  affirmative.  Mr.  Fusco, 
could  you  do  the  same? 

Mr.  Fusco.  Absolutely. 

Mr.  CONYERS.  And  you  can  say  "absolutely." 

Mr.  Pollard.  We  respect  your  kind  remarks  about  us,  too. 
Thank  you. 

Mr.  CONYERS.  You  are  more  than  welcome,  sir,  but  you  haven't 
made  any  kind  remarks  about  me.  Could  you  reciprocate  in  some 
small  fashion? 

Mr.  Pollard.  I  shook  my  head  and  said  yes. 

Mr.  CONYERS.  That  is  about  all  you  can  do.  Well,  I  think  I  get 
the  idea,  Mr.  Chairman. 

Thank  you  Mr.  Chairman. 

Mr.  Brooks.  The  gentleman  from  North  Carolina. 

Mr.  Watt.  Mr.  Chairman,  I  wanted  to  say  kind  things  about  Mr. 
Conyers.  He  seems  to  be  in  need  of  somebody  to  say  something 
kind  about  him.  He  is  a  very  kind  man.  And  as  with  Mr.  Pollard, 
who  happens  to  be  from  North  Carolina. 

I  wanted  to  express  my  apologies  to  this  panel  for  not  being  able 
to  be  here.  I  have  been  in  a  markup  of  another  bill  in  another  com- 
mittee. I  hope  to  review  your  testimony  along  with  the  testimony 
of  other  people  who  have  been  on  earlier  panels  this  morning.  I 
apologize  for  not  being  here. 

Mr.  Brooks.  Thank  you  all  very  much. 

I  think  it  is  clear  from  todays  hearing  that  we  have  reached  a 
significant  turning  point  in  the  drive  for  legislation  to  modify 
McCarran-Ferguson.  The  support  for  the  effort  is  continually  grow- 
ing. 

It  is  time  for  those  who  oppose  any  reform  effort,  however  rea- 
sonable, to  think  very  hard  about  whether  their  opposition  is  about 
maintaining  a  revered  sjrmbol  of  special  treatment  or  whether  it  is 
about  making  the  industry  more  competitive  and  robust. 

In  the  1990's,  none  of  us  has  the  luxury  of  opting  for  symbols  at 
a  time  when  competitiveness  is  the  key  ingredient  to  jobs  and 
growth  and  a  better  economy  for  all  Americans.  The  time  has  come 
to  act,  and  that  we  intend  to  do  in  very  short  order. 

Thank  you  very  much. 

The  subcommittee  is  adjourned. 

[Whereupon,  at  12:50  p.m.,  the  subcommittee  was  adjourned.] 
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Appendix  1. — Responses  to  Additional  Questions  for  the  Record 

Republican  Members  Questions  For  The  Record 

Questions  for: 

Anne  K.  Bingaman,  Assistant  Attorney  General,  Antitrust 
Division,  U.S.  Department  of  Justice 

(1)  What  specifically  is  the  position  of  the  Department  of 
Justice  on  the  language  contained  in  the  "Insurance 
Competitive  Pricing  Act  of  1993"  (H.R.  9)?   Do  you  support 
the  legislation  in  its  current  form?   What  amendments  would 
you  suggest? 

Answer : 

As  I  said  in  my  statement,  the  Department  believes  that  the 
time  has  come  to  act  on  McCarran-Ferguson  legislation,  and 
supports  the  efforts  of  the  Subcommittee  to  replace  the 
current  broad  exemption  for  the  business  of  insurance  with 
more  carefully  crafted  protection  for  activities  that  are 
demonstrably  potentially  procompetitive  and 
efficiency-enhancing.   We  are  continuing  to  consider 
carefully  the  specifics  of  such  legislation.   Thus,  I  do 
not  have  any  comments  on  the  language  of  the  present  bill 
or  any  recommendations  for  amending  the  bill  at  this  time. 


(2)  Mrs.  Bingaman,  your  prepared  testimony  (on  page  4)  reads: 
"[Tjhere  are  strong  indications  that  possible 
justifications  for  the  broad  insurance  antitrust  exemption 
in  the  McCarran-Ferguson  Act  when  it  was  enacted  in  1945 
are  no  longer  valid  today."   Upon  what  facts  is  this 
conclusion  based?   What  are  the  "strong"  indications"? 
Don't  many  insurers  still  need  the  jointly  collected  and 
shared  data? 

Answer : 

Over  time,  the  antitrust  laws  have  developed  in  several 
significant  ways  that  make  the  need  for  an  antitrust 
exemption  far  less  compelling  today  than  it  was  in  1945. 
One  important  development  has  been  the  clarification  of  the 
state  action  doctrine.   In  1945,  when  the  McCarran-Ferguson 
Act  was  enacted,  the  state  action  defense,  which  had  been 
announced  by  the  Supreme  Court  in  Parker  v.  Brown  in  1943, 
was  quite  unclear.   This  defense,  which  allows  a  state 
effectively  to  immunize  what  the  antitrust  laws  otherwise 
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may  proscribe  by  clearly  articulating  and  affirmatively 
expressing  a  policy  to  displace  competition  and  by  actively 
supervising  any  private  conduct  that  might  be  involved,  has 
now  been  the  subject  of  many  Supreme  Court  opinions,  which 
have  greatly  clarified  the  application  of  the  doctrine  to 
state  regulated  activities.   Perhaps  even  more  important  is 
the  increased  sophistication  of  the  antitrust  laws 
themselves  in  the  last  50  years.   Some  forms  of  joint 
activity  that  might  have  been  prohibited  under  earlier, 
more  restrictive  doctrines  are  now  clearly  permissible,  or 
at  the  very  least  analyzed  under  a  rule  of  reason  that 
takes  appropriate  account  of  the  circumstances  and 
efficient  operation  of  a  particular  industry.   The  improved 
analysis  of  joint  ventures  has  been  one  of  the  most  salient 
developments  in  antitrust  law  in  recent  years,  and  along 
with  the  clearer  delineation  of  the  state  action  doctrine, 
has  enormous  significance  for  the  operation  of  the 
insurance  industry  in  a  post-McCarran  environment.   As  you 
note  in  your  question  —  and  I  agree  with  you  —  many 
insurers  do  still  need  some  types  of  jointly  collected  and 
shared  data.   Particularly  with  the  improved  antitrust 
analysis  of  today,  I  don't  see  the  antitrust  laws  as  a 
threat  to  necessary,  procompetitive  joint  data  collection 
and  sharing  activities. 

(3)  On  page  7  you  refer  to  the  "safe  harbor"  approach.   Are 
there  particular  "safe  harbors"  that  you  believe  should  be 
contained  in  this  legislation?   Could  you  specify  what  they 
are  and  how  they  should  be  worded? 

Answer : 

At  this  time,  I  have  not  reached  any  conclusions  on  the 
specific  safe  harbors.   Many  activities  that  have  been 
mentioned  as  possible  safe  harbors  would  not  ordinarily 
violate  the  antitrust  laws,  as  the  antitrust  laws  only 
condemn  unreasonable  restraints  of  trade,  and  activities 
that  are  on  balance  procompetitive  would  not  be  prohibited 
if  the  broader  exemption  were  repealed.   While  it  seems  to 
me  that  the  burden  of  showing  the  need  for  a  safe  harbor 
rests  with  those  who  are  seeking  it,  we  are  continuing 
carefully  to  consider  proposals  for  safe  harbors. 

(4)  Is  it  possible  that  the  state  action  defense  might  not  be 
available  in  many  states  because  of  the  type  of  insurance 
regulatory  scheme  they  have  adopted?   Wouldn't  a  differing 
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result  on  state  action  applicability  from  state  to  state 
create  serious  confusion  and  antitrust  enforcement  problems? 


Answer : 


The  recent  Supreme  Court  decision  in  FTC  v.  Ticor  Title 

Ins.  Co..  U.S.  ,  112  S.  Ct.  2169  (1992)  sheds  much 

light  on  the  question  that  you  are  asking.   Under  Ticor . 
the  state  action  defense  allows  a  state  effectively  to 
immunize  what  the  antitrust  laws  otherwise  may  proscribe  by 
clearly  articulating  and  affirmatively  expressing  a  policy 
to  displace  competition  and  by  actively  supervising  any 
private  conduct  that  might  be  involved.   It  is  certainly 
possible  that  some  states  will  not  wish  to  provide  this 
defense  to  insurers  and  will  opt  instead  for  the 
application  of  the  antitrust  laws  as  the  best  means  of 
providing  to  their  citizens  full  and  adequate  insurance 
coverage  at  a  fair  and  reasonable  cost.   But,  in  answer  to 
the  second  part  of  the  question,  I  don't  see  any  reason  why 
this  should  ncessarily  lead  to  serious  confusion  and 
antitrust  enforcement  problems.  State  action  issues  arise 
in  many  other  contexts.   They  are  a  normal  part  of 
antitrust  practice  and  jurisprudence  and  I  don't  see  any 
particular  problem  in  dealing  with  these  issues  in  the 
insurance  area. 
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ISO'S  RESPONSE  TO  MR.  BROOKS'  QDESTION  FOR  THE  RECORD  FOR  MR.  FUSCO 


On  page  9  of  your  statement,  you  say,  "Economists  cite  the 
availability  of  complete  information  as  one  characteristic  of  a  fully 
competitive  market."   I  think  you  may  have  been  trying  to  suggest  that 
the  existence  of  your  rating  bureau  activities  is  evidence  that  the 
insurance  industry  is  competitive.   But  the  economists  you  refer  to 
are  talking  about  information  freely  available  in  the  marketplace .  not 
only  for  certain  sellers,  but  most  importantly  for  the  buying  public. 
That  is  the  key.   Would  you  tell  us  if  the  information  you  collect  is 
freely  available  to  the  public?  And,  if  not,  do  you  advocate  making 
it  so? 

ISO's  prospective  loss  costs  are  available  to  both  sellers  and  the  public. 
Availability  to  Sellers: 

Participation  in  ISO  is  available  to  any  property/casualty  insurer 
authorized  to  write  an  ISO  line  or  subline  of  business  in  a  U.S. 
jurisdiction. 

Availability  to  the  Public: 

ISO's  products  and  services  are  also  available  to  the  public.   ISO 
currently  makes  directly  available  to  the  public  a  number  of  its  products 
and  services  that  may  be  of  general  interest  or  that  are  capable  of  being 
used  without  further  modification  by  insurers  or  brokers.   These  include 
such  things  as  sample  forms,  insurance  manuals,  statistical  plans  and 
monographs  on  issues  of  general  insurance  interest.   If  a  consumer  is  a 
customer  of  an  insurer  who  uses  our  prospective  loss  costs,  on  request,  we 
will  provide  full  information  about  those  prospective  loss  costs  directly 
to  that  consumer.   In  addition,  ISO's  prospective  loss  costs,  along  with 
detailed  supporting  information  and  the  compiled  reports  of  the  data  it 
collects  from  insurers,  are  available  to  the  public  at  insurance 
departments  throughout  the  United  States.   The  prospective  loss  costs  and 
detailed  supporting  information  that  ISO  submits  to  state  regulators  are 
the  same  information  that  is  distributed  to  insurers. 

It  is  worth  noting  that  we  get  only  sporadic  requests  directly  from  the 
public.   This  is  not  surprising  given  the  highly  technical  nature  of  our 
products  which  are  designed  for  use  by  insurers,  agents  and  brokers,  and 
not  for  the  general  public.   ISO  prospective  loss  costs  are  likely  to  be 
particularly  confusing  to  consumers  since  they  are  not  prices,  but  rather 
average  estimates  of  future  costs.   Consumers  do  have  access  to  price 
information  through  agents,  brokers  or  insurance  department  consumer 
guides. 
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ISO'S  RESPONSES  TO  REPUBLICAN  MEMBERS'  QUESTIONS  FOR  THE  RECORD 

(1)  What  has  been  the  impact  of  the  1989-90  ISO  changes  on  the  state 
Insurance  regulators?   Have  the  states  responded  by  hiring  more 
personnel  and  increasing  the  budgets  for  the  various  commissions  and 
insurance  departments? 

ISO  has  not  conducted  any  formal  study  of  the  impact  of  the  transition  to 
prospective  loss  costs  on  state  insurance  departments.   However,  based  on 
discussions  and  general  information,  it  is  our  understanding  that  the 
transition  to  prospective  loss  costs  has  had  a  manageable  impact  on  state 
insurance  departments  in  terms  of  both  budget  and  staff.   Insurance 
departments  in  general  have  not  had  to  dramatically  increase  staff  to 
handle  the  additional  workload.   There  are  several  factors  which 
contributed  to  this . 

Our  gradual,  carefully  planned,  phased- in  approach  for  implementing 
prospective  loss  costs  was  deliberately  designed  to  minimize  disruption  to 
insurers,  regulators  and  consumers.   ISO  worked  closely  with  individual 
insurance  departments  to  develop  a  line-by-line  transition  schedule  that 
provided  for  an  orderly  and  smooth  transition  without  overwhelming 
regulatory  staffs  or  insurers  with  filings. 

Also,  the  National  Association  of  Insurance  Commissioners  (NAIC)  developed 
model  laws,  bulletins  and  regulations  for  states  to  use  in  introducing  a 
prospective  loss  cost  filing  system.   The  NAIC's  goal  was  to  introduce  a 
set  of  procedures  that  were  user- friendly  and  that  would  standardize  the 
filings  from  insurers.   These  procedures,  which  were  generally  adopted  by 
each  of  the  state  insurance  departments,  with  modifications  made  where 
necessitated  by  individual  state  law,  provide  for  a  standardized  method  of 
filing  construction,  which  tends  to  expedite  the  review  process. 

In  addition,  the  NAIC  made  available  educational  training  to  insurance 
departments  to  assist  staff  in  handling  and  understanding  the  move  to 
prospective  loss  costs  and  its  impact. 

Finally,  in  recognizing  that  the  transition  to  advisory  prospective  loss 
costs  represented  a  profound  change  in  the  way  insurance  rates  are  made, 
ISO  embarked  on  an  education  drive  to  ensure  that  insurers  understood  the 
implications  of  the  transition,  as  well  as  the  procedures  under  which  they 
would  have  to  operate.   In  general,  insurance  department  staff  advise  us 
that  insurer  filings  are  generally  complete  and  correct,  and  that  this  has 
allowed  them  to  process  such  filings  in  an  orderly  manner. 

(2)  What  are  the  purposes  of  the  statistical  plans  designed  by  ISO  and 
filed  with  the  various  state  regulators? 

The  purposes  of  ISO's  statistical  plans  are  to: 

(a)  fulfill  ISO's  role  as  a  designated  statistical  agent  for  state 
regulators,  functioning  to  assist  regulators  in  complying  with 
statutory  requirements  relating  to  the  regulation  of  rates; 


186 


(b)  permit  ISO  to  collect  the  information  it  needs  to  perform 
detailed  data  quality  reviews  and  to  develop  prospective  loss 
costs  and  various  classification  differentials;  and 

(c)  to  provide  insurers  with  industry  information  for  use  in  their 
own  decision-making. 

(a)  Assisting  the  Regulator: 

State  rating  laws  charge  the  state  regulator  with  ensuring  that  rates  are 
not  "excessive,  inadequate  or  unfairly  discriminatory"  and  require  that 
insurers  report  data  to  the  state  regulator  so  that  the  regulator  has 
enough  information  to  determine  if  rates  and  rating  classifications  are  in 
compliance  with  those  statutory  standards.   Most  state  rating  laws  permit 
the  state  regulator  to  designate  a  statistical  agent  to  assist  in  the 
collection  of  data.   The  NAIC  has  developed  a  Statistical  Handbook  of  Data 
Available  to  Insurance  Regulators  that  sets  forth  minimum  standards  by 
line  of  insurance  for  the  data  that  must  be  collected  and  reported  by  all 
property/casualty  statistical  agents.   The  statistical  plans  that  ISO 
designs  to  collect  detailed  loss  cost  information  meet,  and  in  most  cases 
exceed,  the  minimum  requirements  established  by  the  NAIC  for  statistical 
reports  and  statistical  agents. 

(b)  Development  of  Prospective  Loss  Costs  and  Classification  Relativities 
and  Data  Quality  Reviews: 

ISO  uses  the  data  reported  to  it  to  develop  advisory  prospective  loss 
costs  and  various  classification  differentials  and  other  actuarial 
analyses.   These  analyses  form  the  basis  of  the  advisory  prospective  loss 
costs  that  ISO  files  with  state  regulators  and  distributes  to  insurers. 

Some  of  the  additional  information  collected  under  the  ISO  statistical 
plans  allows  ISO  to  perform  detailed  quality  reviews  of  the  data. 

(c)  Data  for  Insurers: 

In  addition  to  providing  the  filed  advisory  prospective  loss  costs,  ISO 
makes  available  industry  compilations  of  various  data  for  use  by  insurers 
in  their  independent  decision-making. 


(3)  Is  there  a  shortage  of  qualified  actuaries  nationwide?   If  so,  what 
can  be  done  about  this  shortage? 

If  one  accepts  the  definition  of  a  "qualified  property/casualty  actuary" 
as  a  person  who  has  passed  a  series  of  examinations  and  has  sufficient 
experience  to  be  designated  as  either  an  Associate  (seven  examinations)  or 
a  Fellow  (ten  examinations)  of  the  Casualty  Actuarial  Society  (CAS),  then 
the  numbers  speak  for  themselves . 
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According  to  the  1993  Casualty  Actuarial  Society  Yearbook,  there  are  816 
Associates  and  1,121  Fellows.   Currently,  of  the  total  of  1,937  Associates 
and  Fellows  approximately  1,100  are  employed  by  the  larger  insurers  and 
reinsurers,  437  are  employed  by  consultants  and  the  other  400 
are  either  employed  by  organizations,  like  ISO,  large  agents  and  brokerage 
houses,  government  agencies,  or  are  retired. 

Due  to  the  rigorous  study  and  training  necessary  to  become  qualified,  the 
supply  of  actuaries  cannot  expand  quickly  to  meet  the  demand  for  qualified 
actuaries.   It  takes  an  average  of  about  five  to  six  years  to  become  an 
Associate  and  about  ten  years  to  become  a  Fellow  of  the  CAS. 

(4)  As  you  know,  critics  charge  that  trending  information  is  subjective, 
potentially  discriminatory,  and  can  result  in  certain  classes  of 
Insureds  paying  excessive  costs  for  liability  coverage.   How  do  you 
respond  to  these  criticisms? 

Some  people  think  trending  is  a  simple  procedure  and  easy  to  apply.   It's 
not.   It  is  not  merely  a  measure  of  general  inflation  nor  is  it  the 
routine  application  of  a  mathematical  formula.   The  trend  process  is 
complex  because  it  requires  a  careful  examination  of  factors  likely  to 
influence  claim  severity  changes  over  time,  claim  frequency  patterns  over 
time,  and  changes  in  exposure  growth  patterns.   These  analyses  require  the 
evaluation  of  deductibles,  policy  limits,  non-recurring  events  and  the 
propensity  to  litigate  and  the  effect  of  these  factors  on  insurance  loss 
costs.   The  analyses  require  among  other  things: 

selection  of  appropriate  data  bases  both  internal  to  insurance 

and  external  as  well ; 

reviewing  data  over  both  the  short-term  and  the  long  term; 

reviewing  data  countrywide  and  state -by -state  and  knowing  when  it 

is  appropriate  to  use  which  data  base ; 

reviewing  data  line -by -line  and  coverage -by -coverage  and 

understanding  when,  if  and  how  that  data  may  have  been  influenced 

by  external  events;   (For  example,  for  auto  insurance,  this 

includes  consideration  of  things  such  as  changes  in  speed  limits, 

road  conditions,  traffic  density,  gasoline  prices,  the  extent  of 

driver  education  and  drunk-driving  patterns);  and 

many  other  factors  which  might  affect  the  loss  experience  for  a 

particular  coverage,  line  of  insurance  or  state. 

Objective,  non-biased  trend  analyses  are  best  performed  by  knowledgeable 
professional  actuaries  who  have  expertise  in  developing  the  data  base  as 
well  as  a  thorough  understanding  of  the  data  they  are  reviewing. 
Professional  judgment  is  required  throughout  the  process,  but  objectivity 
is  best  assured  by  having  the  trend  analyses  performed  by  those  actuaries 
whose  sole  purpose  is  to  provide  accurate  cost  information  to  insurers, 
regulators  and  others.   At  the  same  time,  insurers  receive  all  the  data 
used  in  ISO's  trend  analyses  so  they  can  make  their  own  informed 
j  udgments . 
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There  is  no  incentive  for  advisory  organizations,  like  ISO,  to  provide 
biased  analyses  which  over-estimate  future  costs.   This  would  place 
insurers  that  rely  on  these  analyses  at  a  competitive  disadvantage.   Any 
insurer  that  relies  on  inflated  cost  estimates  would  find  itself  priced 
out  of  the  market,  would  lose  marketshare,  and  would  soon  lose  interest  in 
purchasing  such  biased  information. 

(5)  Were  smaller  insurers  placed  at  a  greater  disadvantage  because  of  the 
ISO  decision  in  1989  to  no  longer  provide  advisory  rates? 

The  transition  to  advisory  prospective  loss  costs  has  added  additional 
costs  to  the  system,  and  there  have  been  some  opportunity  costs  as 
insurers  geared  up  and  refocused  their  staffs  and  operations  to  operate 
under  the  new  system.   While  ISO  has  not  conducted  any  formal  survey,  it 
is  our  understanding  that  some  insurers  are  hiring  new  personnel, 
establishing  new  or  expanded  pricing  units,  and  investing  in  new  computer 
hardware  and  software  --  all  at  additional  cost.   While  the  exact 
opportunity  costs  cannot  be  measured,  insurers  have  had  to  dedicate  staff 
solely  to  the  issue  of  prospective  loss  cost  filings  and  this  has  kept 
them  from  concentrating  on  other  issues. 

These  costs  may  have  a  proportionately  greater  impact  on  smaller  insurers 
that,  as  opposed  to  larger  insurers,  do  not  have  the  staff  or  in-house 
expertise  needed  to  absorb  these  new  responsibilities.   However,   to  date, 
these  costs  appear  to  be  manageable.   We  believe  this  is  attributable,  in 
great  part,  to  the  hard  work  and  planning  that  was  put  into  the  process  by 
state  insurance  regulators,  ISO,  insurers  and  other  industry  interests,  as 
highlighted  in  our  response  to  question  number  one. 


(6)  Are  there  any  major  property/casualty  companies  that  are  not  members 
of  ISO? 

Yes.   There  are  major  property/casualty  insurers  that  are  not  members  of 
ISO.   In  fact,  for  those  lines  of  insurance  that  most  affect  consumers, 
auto  and  homeowners,  ISO  participating  insurers  have  a  relatively  limited 
market  share.   For  example,  A.M.  Best  figures  indicate  that,  on  a 
countrywide  basis,  the  top  ten  writers  of  private  passenger  automobile 
insurance  write  about  55%  of  the  total  premium  volume.   Only  four  of  the 
top  ten  insurers  are  ISO  participating  insurers  and  they  write 
approximately  11%  of  the  countrywide  private  passenger  automobile  premium 
volume.   The  leading  writer  of  personal  auto  insurance  is  a  non-ISO 
company  and  has  a  larger  marketshare  than  the  top  four  ISO  companies 
combined. 

A  state-by-state  analysis  shows  the  same  pattern.   For  example,  in  Kansas, 
the  top  ten  writers  of  private  passenger  auto  insurance  represent  76%  of 
the  total  statewide  premium  volume.   Only  two  of  these  are  ISO 
participating  insurers  and  they  write  3.7%  of  the  total  statewide  premium 
volume.   In  Florida,  the  top  ten  companies  write  71%  of  the  personal  auto 
market  and  the  two  ISO  companies  in  the  top  ten  write  3.6%. 
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The  number  of  ISO  participating  Insurers  varies  significantly  by  product, 
by  line  of  insurance  and  by  state.   As  I  said  in  my  original  testimony, 
unlike  rate  bureaus  of  the  past,  all  of  ISO's  products  and  services  are 
advisory,  including  prospective  loss  costs  and  standardized  coverage 
parts.   Insurers  have  no  obligation  to  ISO,  or  any  other  entity,  to  buy 
those  products  or  services  or  to  use  them. 

The  personal  lines  of  insurance,  such  as  personal  automobile  and 
homeowners  Insurance,  are  characterized  by  high  market  concentrations  and 
a  greater  volume  of  reported  losses.   For  the  personal  lines,  the  top 
insurers  have  data  that  may  be  sufficiently  credible  to  calculate  their 
own  prospective  loss  costs.   Since  the  high  volume  of  losses  translates 
into  high  premium  voliune,  ISO's  economies  of  scale  may  be  less  significant 
to  them.   Nevertheless,  the  need  for  ISO's  information  and  services  is 
essential  because  many  small  and  medium-sized  insurers  do  not  have  the 
data  and  resources  that  the  larger  Insurers  have  available. 


(7)  Are  there  any  other  organizations  that  provide  the  same  or  similar 
services  as  ISO? 

There  are  a  number  of  organizations  that  provide  Insurers  with  services 
that  are  the  same  or  similar  to  those  provided  by  ISO.   Some  of  these 
organizations  provide  only  some  of  the  services  that  ISO  provides.   Some 
provide  services  only  in  a  single  state  or  only  in  a  limited  geographic 
area,  while  others  limit  their  services  to  a  particular  line(s)  of 
insurance.   For  example,  the  American  Association  of  Insurance  Seirvices 
(AAIS) ,  the  National  Association  of  Independent  Insurers  (NAII)  and  the 
National  Independent  Statistical  Service  (NISS)  are  statistical  agents. 
AAIS  also  serves  as  an  advisory  organization  for  some  personal  and 
commercial  lines  of  insurance.   The  National  Council  on  Compensation 
Insurance  (NCCI)  develops  and  administers  rating  plans  and  rating  systems 
for  workers'  compensation  insurance.   The  Surety  Association  of  America 
(SAA)  Is  a  statistical  agent  and  advisory  organization  for  fidelity  and 
surety  insurers. 

Some  states  also  have  their  own  designated  statutory  rating  bureaus  to 
which  every  insurer  must  belong.   One  example  of  this  type  of  statutory 
bureau  is  the  Massachusetts  Automobile  Rating  and  Accident  Prevention 
Bureau,  which  determines  private  passenger  and  commercial  automobile 
insurance  rates  for  the  State  of  Massachusetts. 

With  respect  to  development  of  loss  cost  trending  analyses,  other  ISO 
"competitors"  are  independent  consulting  actuaries  and  individual  company 
actuarial  staff.   However,  even  these  entities  benefit  from  ISO's 
aggregate  data  base,  as  well  as  ISO's  extensive  and  detailed  loss 
development  and  trend  analyses.   They  use  the  Information  as  a  tool  in 
assisting  them  to  determine  the  adequacy  of  their  own  individual 
information  in  relation  to  the  Industry  as  a  whole. 
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It  is  obviously  more  efficient  to  allow  either  ISO  or  independent 
consulting  actuaries  to  work  within  their  own  area  of  expertise.   ISO  has 
one  of  the  largest  actuarial  staffs  in  the  property/casualty  industry  -- 
with  in-depth  knowledge  of  the  data  and  the  multiple,  complex  technical 
considerations  involved  in  trend  analyses.   Consequently,  ISO  has  the 
expertise  to  cost-effectively  analyze  appropriately  pooled  information  and 
perform  the  thousands  of  trend  analyses  needed  to  produce  average 
prospective  loss  costs. 

On  the  other  hand,  independent  actuaries  have  expertise  in  the  analysis  of 
individual  insurance  company  operations  rather  than  aggregate, 
Industrywide  data.   If  the  trend  indications  developed  by  ISO  were  not 
available,  insurers  and  others  would  be  deprived  of  the  benefit  of  having 
high  quality  and  reliable  Industrywide  trend  factors  and  analyses.   In 
addition,  multiple  compilations  and  actuarial  analyses  of  aggregate 
industrywide  Insurance  data,  in  addition  to  Individual  company  data,  would 
be  inefficient  and  costly  for  insurer  clients  of  independent  actuaries. 
The  property/casualty  Industry  today  thus  maximizes  its  actxiarial 
resources  through  advisory  organizations,  such  as  ISO. 
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REPUBLICAN  MEMBERS  QUESTIONS  FOR  THE  RECORD 

Questions  for: 

Eric  G.  Gustafson,  President,  Independent  Insurance 
Agents  of  America 

(1)   Some  have  argued  that  the  language  of  H.R.  9  might 

prohibit  insurers  from  making  territorial  assignments 
for  agents  and  also  could  require  or  force  agents  to 
write  policies  on  risks  which  they  would  not  otherwise 
write.   Would  you  care  to  comment  on  this  as  a  possible 
problem  in  H.R.  9? 

H.R.  9  effectively  makes  it  unlawful  for  an  insurance 
company  to  "allocat  [e]  with  a  competitor  a  geographical 
area  in  which,  or  persons  to  whom,  insurance  will  be 
offered  for  sale."   Horizontal  agreements  restricting 
competition  among  companies  at  the  same  level  of  the 
market  structure,  even  when  involving  non-price  facets 
such  as  territorial  carve-ups,  have  generally  been 
treated  as  per  se  illegal  under  federal  antitrust  laws. 
Thus,  to  the  extent  that  companies  make  territorial 
assignments  on  this  basis  -  -  dividing  up  the  market 
geographically  among  each  other  --  H.R.  9  would  no 
longer  permit  them  to  do  so. 

It  is  our  understanding  that,  most  often,  companies  are 
not  allocating  territorial  assignments  in  conjunction 
with  competitors,  but  rather  each  company  unilaterally 
makes  territorial  assignments  among  its  own  agents.   It 
is  unclear  whether  such  unilateral  action  is  subject  to 
federal  antitrust  laws  under  H.R.  9.   If  it  is,  it  would 
be  unlawful  under  the  Sherman  Act  if  the  company  has 
sufficient  market  power  and  the  practice  disadvantages 
consumers  --  i.e.,  if  intrabrand  competition  is 
diminished.   Such  vertical  non-price  restraints  are 
examined  under  the  rule  of  reason  test.   The  problem 
with  assessing  the  risk  of  any  given  company's  practice 
being  found  illegal  is  that  little  or  no  case  law  has 
developed  regarding  the  definition  of  relevant  markets, 
barriers  to  entry  in  the  industry,  and  similar  critical 
antitrust  factors.   The  outcome  would  also  necessarily 
vary  depending  on  the  particular  geographic  area  and 
insurance  product  at  issue.   For  example,  in  some 
geographic  markets,  one  company  has  significant  market 
power  in  automobile  insurance. 

We  note,  in  addition,  that  companies'  collective 
decision  to  pull  out  of  a  particular  geographic  market 
(for  example,  to  discontinue  writing  property  &  casualty 
insurance  in  Florida  coastal  regions)  could  constitute  a 
boycott  under  antitrust  laws.   Of  course,  boycotts  are 
unlawful  as  applied  to  the  insurance  industry  under  the 
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current  version  of  the  McCarran  Ferguson  Act,  and 
nothing  in  H.R.  9  would  alter  that  principle. 

(2)   VJhat  about  the  language  in  H.R.  9  raises  questions  about 
the  legality  of  tying  or  packaging  two  or  more  insurance 
products  together?  Do  the  independent  agents  have  a 
view  on  that  particular  language? 

H.R.  9  would  make  federal  antitrust  laws  applicable  to 
the  "unlawful  tying  [of]  the  sale  or  purchase  of  one 
type  of  insurance  to  the  sale  or  purchase  of  another 
type  of  insurance."   One  simple  example  of  tying  in  the 
personal  lines  insurance  market  is  some  companies' 
practice  of  conditioning  the  sale  of  umbrella  liability 
insurance  on  the  sale  of  homeowners  and/or  automobile 
insurance . 

As  outlined  by  the  Supreme  Court  in  its  leading  tying 
cases,  tying  is  unlawful  under  the  antitrust  laws  only 
if  the  party  imposing  the  tie  has  sufficient  "economic 
power"  in  the  tying  product  (umbrella  liability 
insurance,  in  the  example  above)  to  "apprecicibly 
restrain  free  competition  in  the  tied  market  (homeowners 
or  automobile  insurance,  in  the  example  above) ,  and  a 
"not  insubstantial"  cimount  of  commerce  in  the  tied  item 
is  affected  by  the  arrangement. 

The  two  purportedly  tied  items  must  entail  separate 
products  or  services  -  -  an  inquiry  which  has  proven  to 
be  complex  in  other  contexts.   The  language  of  H.R.  9 
appears  to  be  written  to  avoid  some  controversy  in  this 
regard  by  using  the  phrase  "type  of  insurance"  in 
reference  to  the  products  involved.   The  problem,  of 
course,  is  exactly  what  is  meant  by  "type  of  insurance." 
For  example,  is  all  insurance  sold  to  businesses  one 
type  of  insurance  --  "commercial  insurance"  --or  can  it 
be  broken  down  into  various  different  types  of  insurance 
--  e.g. .  auto,  fire,  etc.   If  the  latter,  the  potential 
of  finding  tying  is  greatly  increased.   In  our  view, 
this  point  will  have  to  be  clarified  to  avoid 
uncertainty  and  inevitable  wasteful  litigation. 

Clarity  is  of  particular  concern  to  agents  because  to 
the  extent  a  company  established  some  type  of  unlawful 
restraint,  such  as  a  tying  arrangement,  agents'  exposure 
to  liability  could  increase  since  imposition  of  the 
restraint  would  be  done  more  directly  by  the  agent  to 
the  consumer.   This  exposure  will  necessarily  drive  up 
independent  agents'  operating  costs. 
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(3)  Why  does  IIAA  believe  that  the  enactment  of  H.R.  9  would 
harm  small,  regional  insurance  companies  as  well  as  the 
so-called  "niche"  companies? 

The  role  of  the  independent  agent  is  to  bring  the  value 
of  choice  to  the  consumer- -to  offer  the  consumer  the 
easy  ability  to  shop  among  insurance  companies,  and  to 
compare  and  analyze  competing  products .   In  recent 
years,  particularly,  small,  regional,  and  "niche" 
insurers  have  played  a  critical  role  in  ensuring  the 
availability  and  af fordability  of  insurance.   Thus,  from 
the  agents  perspective,  no  change  should  be  made  in 
current  law  that  would  create  artificial  pressures  on 
these  companies,  because  it  would  lead  to  fewer  markets 
or  less  meaningful  customer  choice. 

As  more  fully  explained  in  our  oral  testimony,  the  IIAA 
is  particularly  concerned  that  H.R.  9's  limitations  on 
shared  trending  will  harm  the  competitive  position  of 
these  companies .   It  is  our  understanding  from  our 
contacts  in  the  industry  that  a  prohibition  on  trending 
will  disproportionately  disadvantage  small  companies  who 
cannot,  in  a  cost  efficient  manner,  develop  adequate 
trending  data  on  their  own.   By  engaging  in  shared 
trending,  smaller  companies  can  substantially  reduce  the 
cost  of  the  process  to  them  individually. 

Even  if  such  a  company  could  afford  to  assume  the  costs 
of  the  process  entirely  itself,  chances  are  it  simply 
would  not  have  sufficient  information  --a  large  enough 
data  base  --  to  perform  meaningful  trend  analysis. 
Those  who  have  engaged  in  this  practice  successfully  for 
years  confirm  that  insurers  need  a  large,  aggregate  data 
base  of  information  about  past  losses  in  order  to 
estimate  future  losses.   Small  and  niche  companies  do 
not  have  this  breadth  of  data.   The  same  problem  exists 
for  any  company  wishing  to  enter  new  markets.   For  this 
reason,  the  "phase  in"  for  small  companies  contemplated 
by  H.R.  9  is  of  no  comfort. 

(4)  Could  you  discuss  the  state  anti- rebate  laws  and 
describe  how  they  operate? 

Beginning  in  the  late  1800s,  States  enacted  laws  that 
prohibit  insurance  companies,  agents,  brokers,  and 
others  from  giving  rebates  of  premiums  or  agents' 
commissions  as  an  inducement  to  insurance.   Most  States 
have  such  laws,  and  most  of  the  statutes  also  prohibit 
discrimination  among  insureds  of  the  same  class  and 
prohibit  the  giving  of  other  consideration  as  an 
inducement  to  insurance.   The  statutes  may  either 
condemn  specific  practices  or  may  in  general  terms 
prohibit  rebates  and  discrimination.   Unlawful  rebates 
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take  many  forms,  and  are  the  subject  of  extensive  cind 
well -developed  caselaw.  At  the  most  basic  level, 
however,  such  laws  generally  prohibit  an  agent  from 
remitting  a  portion  of  the  agent's  commissions  to  the 
insured  or  to  an  unlicensed  third-party  who  assists  in 
procuring  the  insurance  business. 

The  purpose  of  anti- rebating  eind  anti -discrimination 
statutes  is  to  protect  the  solvency  of  the  insurance 
companies,  prevent  unfair  discrimination  cimong  insureds, 
protect  the  quality  of  service,  avoid  concentration  of 
the  market  in  a  few  insurance  companies  and/or  agents, 
and  avoid  unethical  sales  practices. 

Without  anti -rebate  statutes,  agents  would  be  left  to 
determine  how  to  act  in  a  non- discriminatory  fashion. 
And  for  agents  whose  income  depends  on  commissions 
alone,  elimination  of  such  statutes  could  only  serve  to 
drive  agents  out  of  business  and  ultimately  result  in 
less  competition.   Consumers  can  be  certain  of  the 
services  they  will  receive  if  agents  are  compensated  in 
a  reasonable  manner. 


(5)   Consumer  groups  have  argued  that  agents  are  often  not 
very  well  informed  about  the  insurance  products  they 
sell  and  are  in  a  conflict  of  interest  with  their 
customers  because  of  the  commission  system.   How  do  you 
respond  to  that  criticism?  Aren't  the  companies  that 
sell  without  an  agent  the  most  successful?  Do  consumers 
pay  more  if  an  agent  is  involved? 

All  50  States  and  the  District  of  Columbia  require 
insurance  agents  (except  title  insurance  agents)  to  be 
licensed.   Such  agents  must  meet  licensing  requirements 
and  in  43  States  fulfill  continuing  education 
requirements.   A  growing  number  of  agents  are  seeking 
professional  designations  --  CPCU,  AAI,  CIC,  ACSR,  and 
others  -  -  that  require  extensive  study  and  passing 
nationally  conducted  examinations.   Moreover,  at  the 
most  basic  level,  agents  must  know  the  products  they 
sell  and  be  able  to  explain  them  to  their  customers,  or 
be  prepared  to  face  professional  liability  losses. 

Personal  lines  research  conducted  by  Parker  Research 
directly  refutes  the  claims  of  consumer  groups  that 
independent  agents  do  not  understand  the  products  they 
sell .   This  study  found  that  there  are  four  types  of 
buyers  of  personal  lines.   The  category  of  buyer  who  was 
most  interested  in  the  details  of  the  product  and  the 
competence  and  knowledge  of  the  insurance  agent  was  also 
the  category  most  likely  to  use  an  independent  agent . 
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The  conflict  of  interest  argument  is  similarly  invalid. 
If  the  agent  is  not  adequately  serving  the  consumer, 
putting  the  customer's  needs,  interests  and  expectations 
first,  the  customer  will  switch  to  another  service 
provider.   Agents  know  the  best  way  to  maintain  agency 
value  is  through  high  customer  satisfaction  and 
retention.   It  costs  less  to  keep  a  customer  than  to 
acquire  a  new  one;  in  fact,  it  is  often  said  that  it 
take  years  to  recover  the  costs  of  acquiring  a  customer. 

The  most  successful  companies  are  not  necessarily  those 
companies  without  agents.   There  are  some  very 
successful  companies  that  do  not  use  agents,  but  the 
overall  market  share  of  agency  companies  --  that  is, 
those  using  independent  agents  and  exclusive  agents  -- 
remains  approximately  90%  of  the  personal  lines  market, 
and  that  percentage  is  holding  steady.  According  to 
GEICO,  a  very  successful  direct  response  company  and  the 
source  of  this  statistic,  only  a  limited  number  of 
customers  want  to  buy  direct  without  an  agent  to  consult 
on  coverage  needs.   Indeed,  GEICO  has  recently  purchased 
Southern  Heritage,  a  company  using  independent  agents, 
in  order  to  grow. 

The  small  commercial  lines  customer  focus  groups 
conducted  by  Parker  Research  and  another  series 
conducted  by  Maryland  Casualty  revealed  that  these 
consumers  wanted  to  deal  with  an  agent,  not  a  con^any. 
They  wanted  someone  who  was  local  and  could  serve  as 
consultant  for  their  insurance  needs.   They  wanted  the 
agent  to  explain  coverage,  get  them  the  best  coverage 
for  the  price,  keep  up  with  their  changing  needs,  and  be 
there  (locally)  when  they  needed  them. 

See  also  answer  to  Question  (7) . 


(6)   What  does  IIAA  do  to  educate  or  train  their  members? 
What  qualifications  does  someone  have  to  have  to  be  an 
agent?  Any  specialized  training?  Does  every  state 
license  agents?  Is  there  always  a  test? 

IIAA  has  an  affiliated  state  association  in  each  State, 
and  through  these  state  associations  conducts  4,900 
classroom  days  of  education  for  agents  and  their 
employees  each  year.  Approximately  97,000  agency 
individuals  attend  these  classes  each  year.   An  agent 
must  meet  the  licensing  requirements  of  each  State  in 
which  the  agent  operates,  and  to  be  a  resident  agent 
must  pass  a  test.  Many  States,  in  addition,  require  the 
completion  of  a  specified  number  of  hours  of  insurauice 
education  before  sitting  for  the  license  excun.   Forty- 
three  States  have  continuing  education  requirements  once 
the  agent  is  licensed,  cuid  these  laws  typically  require 
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15  to  18  hours  of  insurance  education  each  year.   As 
discussed  in  response  to  Question  (5) ,  more  and  more 
agents  are  securing  additional  designations  in  an  effort 
to  further  increase  their  professionalism.   IIAA 
supports  continuing  education  laws  and  is  dedicated  to 
heightening  the  professionalism  of  insurance  agents. 

(7)   One  of  the  traditional  criticisms  of  the  agent  system  by 
consvimer  groups  and  others,  is  that  it  adds  to  the  costs 
of  insurance  -  -  i.e.,  the  purchaser  has  to  pay  your 
commission.   How  do  you  respond? 

In  some  cases,  consumers  pay  additional  costs  if  an 
agent  is  involved;  in  other  cases,  they  do  not.   For   , 
most  functions,  if  the  agent  does  not  perform  the  task, 
the  company  will  have  to  do  so,  obviously  with  some  cost 
involved.   In  many  cases,  the  agent,  as  a  small 
business,  can  perform  the  function  more  inexpensively. 

Fifty- two  percent  of  the  personal  lines  insurance 
customers  surveyed  in  research  conducted  by  Parker 
Research  were  "relationship  buyers."   Such  buyers  are 
far  more  interested  in  forming  a  long-term  relationship 
with  an  agent  than  in  just  finding  the  lowest  price. 
These  buyers  want  someone  who  will  give  them  advice, 
find  the  best  coverage,  review  their  needs  at  renewal 
time,  and  watch  for  new  products.   If  non- agency 
companies  provided  the  same  services  necessary  to 
attract  and  keep  the  relationship  buyers,  they  would 
have  to  incur  additional  costs  to  do  so.   Therefore,  it 
is  not  a  fair  comparison  to  say  consumers  pay  more  if  an 
agent  is  involved.   Agents  are  providing  additional 
services  that  companies  alone  are  not  providing.   To  the 
extent  there  are  added  costs  involved,  customers  are 
getting  value  for  their  dollars. 


(8)   Not  too  many  years  ago,  the  insurance  industry 

(responding  to  consumer  complaints)  jointly  developed 
"easy  to  read"  policy  forms.   How  would  efforts  like 
that  be  affected  if  H.R.  9  is  enacted? 

Standardization  of  forms  enables  agents,  consumers,  and 
regulators  to  make  meaningful  price  and  coverage 
comparisons  between  insurers.   The  jointly  developed 
"easy  to  read"  policy  forms  are  only  one  example  of  such 
positive,  pro-consumer  steps  taken  by  the  industry. 
However,  standardization  becomes  suspect  under  antitrust 
law,  and  specifically  under  H.R.  9,  as  facilitating 
price- fixing  and/or  restraints  of  trade.   It  can 
certainly  be  argued  that  standardization  of  options  is 
permissible  under  the  federal  antitrust  laws,  but 
standardization  that  reduces  options  is  probably  not 
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permissible.   The  problem  is  where  the  line  between  the 
two  is  drawn;  that  will  have  to  be  worked  out  through 
years  of  litigation.   Insurance  companies  are  not  likely 
to  want  to  risk  antitrust  lawsuits.   Agents  are  thus 
concerned  that,  without  a  safe  harbour  for  forms 
development,  there  will  be  little  or  no  standardization. 
The  consumer  as  well  as  the  independent  agent  will  be 
the  loser. 


Under  H.R.  9,  large  insurers  would  only  be  able  to  share 
trending  information  for  two  years  after  the  effective 
date  of  the  Act  --  then  small  insurers  could  share 
trending  information  with  each  other  for  an  additional 
two  years.   But  what  useful  trending  information  could 
smaller  insurers  develop  on  their  own?  Don't  the  small 
companies  represent  less  than  ten  percent  of  the  overall 
data  base?   Isn't  this  provision  really  a  "non- entity, " 
since  there  would  be  no  useful  industry-wide  trending' 
information  for  the  final  two  years? 

See  answer  to  Question  (3)  above. 
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MR.  BROOKS'  QUESTION  FOR  THE  RECORD  FOR  MR.  HUNTER 

Question 

Insurance  companies  and  others  argue  that  the  historical  loss  statistics  on  which 
future  loss  estimates  and  premium  prices  are  based  must  be  gathered  collectively, 
perhaps  even  on  an  industrywide  basis,  in  order  to  be  reliable.  As  you  know,  the 
committee  has  accepted  this  Eirgument  as  legitimate,  and  H.R.  9  leaves  collection  and 
sharing  of  this  statistical  data  base  completely  shielded  under  McCarran-Ferguson. 

Often,  however,  some  in  the  insurance  industry  seem  to  be  making  a  similar 
argument  with  respect  to  trending  forecasts  ~  that  the  information  used  in  trending  is 
such  that  it  is  only  reliable  if  obtained  and  processed  collectively.  Could  you  explain  to 
us  what  information  used  in  the  trending  process,  if  any,  needs  to  be  gathered  collectively 
in  order  to  be  reUable?   (You  can  exclude,  of  course,  any  information  obtained  directly 
from  the  statistical  data  base,  since  H.R.  9  leaves  that  data  base  completely  shielded 
imder  McCarran-Ferguson.) 

Answer 

It  is  true  that  trend  data  should  be  allowed  to  be  obtained  and  processed 
collectively.  These  data  are  such  things  as  quarterly  average  paid  claims  costs  and  paid 
claims  frequencies.   H.R.  9  allows  that  data  to  be  collected  under  the  statistical  data 
base.  Since  other  factors  insurance  companies  may  rely  upon  in  deciding  on  trend 
factors  are  govenmient  produced  information  (e.g.,  CPI  movement),  the  insurance  data  is 
all  that  is  required  from  the  statistical  data  base. 

Thus,  H.R.  9  allows  all  the  required  information  to  make  a  trend  judgement  to  be 
collected  and  disseminated  jointly.  AJl  H.R.  9  prohibits  is  joint  speculation  about  the 
implications  of  this  information  for  the  future. 
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REPUBUCANMEMBERS  QUESTIONS  FOR  THE  RECORD 

(1)  How  many  members  does  the  National  Insurance  Consvmier  Organization  (NICO) 
have?  How  does  an  individual  or  organization  become  a  member  of  NICO? 
How  much  are  the  dues?  What  is  your  relationship  with  Public  Citizen?  How  is 
your  organization  financed?  Do  you  received  and  funds  from  Public  Citizen  or 
any  other  public  interest  group?   How  much?  What  is  the  annual  budget  of 
NICO?   How  is  that  money  spent?  Are  you  or  any  of  your  employees  registered 
lobbyists? 

(2)  FoUowing  the  Supreme  Court's  decision  on  June  25  in  the  Hartford  v.  California 
case,  you  were  quoted  as  expressing  concern  about  the  Court's  interpretation  of 
the  boycott  exemption  in  the  McCarran  Act.  Could  you  elaborate  on  your  views 
regarding  their  interpretation  of  what  constitutes  a  boycott  imder  the  McCarran- 
Ferguson  Act? 

(3)  For  the  Subcommittee's  record,  could  your  discuss  your  overall  reaction  to  the 
recent  Supreme  Court  decision? 

(4)  What  effect  do  litigation  costs  have  on  the  cost  of  liability  insurance?   Couldn't 
tort  reform  lower  Uability  insurance  costs? 

Answers 

(1)       25,000.  Pays  $25  and  submits  an  application.  No  legal  relationship  with  Public 
Citizen.   Dues,  foundation  grants,  sales  of  books  on  how  to  buy  insurance.   No, 
although  a  grant  from  Consumers  Union  was  once  received  and  we  have  done 
some  contract  work  for  AARP.   Our  annual  budget  is  $100,000.   Salaries,  rent, 
travel,  overhead.   Yes. 


(2)  &  (3) 


The  Supreme  Court  decision  in  the  Hartford  Fire  Insuremce  Co..  et  al.  case 
(imder  which  four  huge  U.S.  insurance  companies  conspired  with  foreign 
reinsurers  of  the  size  and  clout  of  Lloyd's  of  London  to  make  broad  insurance 
coverage  unavailable  to  businesses  in  the  United  States)  that  there  is  no  antitrust 
immunity  -  was  obviously  correct.  But  the  very  fact  that  it  took  100  pages  of 
obtuse  jurisprudence,  in  two  5  to  4  decisions,  after  two  lower  courts  disagreed 
totally,  demonstrates  that  the  insurance  industry's  special  interest  antitrust  law 
exemption  remains  a  serious  hazard  to  America's  financial  health.  Their 
narrowing  of  what  constitutes  a  boycott  is  of  serious  concern. 

There  is  no  question  that  if  two  butcher  shops  entered  into  this  sort  of  anti- 
competitive conspiracy,  they  would  have  been  slaughtered  at  the  court, 
unanimously. 
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Individuals  and  small  businesses  are  the  most  vulnerable  to  the  kinds  of 
pressure  and  coercion  the  insurers  were  guilty  of.  Hartford,  Allstate,  Aetna  and 
CIGNA  wanted  to  stop  insuring  businesses  against  pollution  and  other  claims. 
But  they  knew  they  could  not  sell  poor  policies  like  these  if  other  insurance 
companies  did  not  do  likewise.  The  naked  attempt  to  squash  competition  that 
ensued  was  required  since  to  do  otherwise  would  leave  the  conspirators  imable  to 
face  the  rigors  of  competitors  who  offered  better  policies.  Had  the  Supreme 
Court  abided  this  behavior,  it  would  have  made  a  mockery  of  the  U.S.  Antitrust 
law.  The  fact  they  struggled  so  with  it  is  a  serious  wake  up  call  to  Congress  that 
America  needs  to  deal  with  the  McCarran-Ferguson  Act's  excessive  antitrust 
exemption. 

How  can  you  manage  competition  in  health  insurance  if  insurers  can  legally 
fix  prices,  as  they  may  today,  or  coUude  to  limit  policy  coverage  as  in  this  case? 
How  can  America  afford  a  continuation  of  the  McCarran-Ferguson  Act? 

(4)       Litigation  costs  do  influence  habihty  insurance  costs.  While  it  is  possible  that 
taking  away  people's  rights  might  lower  corporate  expense,  it  is  not  likely  that 
insurers  will  pass  through  such  savings  absent  a  speciiSc  requirement  in  the  law 
lowering  peoples'  rights  to  that  effect. 
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Publisher  of  Consumer  Reports 


To:   Committee  on  Judiciary 

Fr:   Linda  Lipsen,  Legislative  Director 

Consumers  Union 
Re:   Response  to  question  for  the  record  in  connection  with 

Subcommittee  Hearing  on  July  29,  H.R.  9,  the  Insurance 

Competitive  Pricing  Act  of  1993." 


(1)   In  your  view,  what  is  the  appropriate  role  of  the  federal 
government  regarding  the  regulation  of  insurance?   Do  you  believe 
that  the  federal  government  should  establish  minimum  solvency 
standards?  What  about  rate  setting? 

Insurance  is  a  product  which  moves  in  interstate  commerce,  though 
is  regulated  by  the  states.   Consumers  Union  believes  that  the 
states  should  continue  to  play  the  dominant  role  in  regulating 
the  business  of  insurance,  but  the  federal  government  should 
enunciate  some  minimum  standards  in  order  to  provide  a  floor  of 
protection  for  our  nation's  consumers  in  this  complex 
marketplace.   Areas  where  minimum  federal  standards  are  needed 
include:   capital  and  surplus  requirements,  including  standards 
applicable  to  reinsurers  and  foreign  insurers,  the  liquidation 
and  receivership  system,  guaranty  fund  protection,  and  consumer 
disclosure  and  protection.   The  federal  government  could  also 
play  a  useful  role  in  the  collection  and  analysis  of  data. 

Though  we  support  the  efforts  of  the  National  Association  of 
Insurance  Commissioners  to  assure  uniformity  in  solvency 
regulation  through  their  financial  accreditation  process,  the 
system  is  inherently  weak.  The  NAIC  is  only  a  voluntary- 
organization  wholly  without  enforcement  authority.   Legislation 
governing  the  insurance  industry  must  still  be  approved  by 

legislative  bodies  and  chief  executives which  is  always  an 

uncertain  process.  For  all  its  strengths,  the  accreditation 
process  is  moving  very  slowly,  with  less  than  half  the  states 
accredited  at  this  time.   The  failure  of  states  to  follow  the 
lead  of  the  NAIC  in  this  important  solvency  area  underscores  the 
need  for  a  more  pronounced  federal  role  in  this  area. 

Rate  setting:   In  a  fully  competitive  market,  (not  the 
present  insurance  marketplace) ,  rate  setting  would  not  be 
necessary  because  competitive  forces  would  operate  to  establish  a 
pricing  structure  fair  to  consumers.  Our  strong  preference  is 
that  McCarran  be  repealed  so  that  market  forces  work  to  make 
prices  more  consumer  friendly  and  that  states  set  rates  only  in 
the  face  of  market  break  down. 
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Rick  K.  Nelson's  Responses  to: 
Republican  Members  Questions  For  The  Record 

(1)  Did  you  have  a  contract  with  Prudential,  MetropoUtan  and  TransAmerica?  Did  any 
of  these  contracts  require  you,  as  their  agent,  to  submit  any  proposed  advertisements  for 
company  approval,  prior  to  their  use?  If  so,  was  your  termination  based  upon  breach  of 
contract? 

Answer 

I  did  have  insurance  brokerage  contracts  with  Prudential,  MetropoUtan,  and  TransAmerica. 
Illinois  (my  resident  state)  insurance  law  requires  that  if  any  advertisement  includes  the 
name  of  an  insurance  company  or  premiums  for  insurance  coverage  that  the  insurance 
company's  approval  must  be  obtained  by  the  agent/broker  before  the  ad  can  be  placed  in 
a  publication.  The  sales  agreements  and/or  contracts  that  I  had  with  the  three  companies 
only  required  prior  approval  of  ads  that  used  their  company  name.  For  these  reasons  my 
ads  never  contained  the  name  of  any  insurance  company  nor  did  they  ever  list  the 
premiiuns  of  any  insurance  policies.  The  ads  merely  described  the  services  that  my  firm 
would  provide  as  an  independent  life  insurance  broker.  I  also  had  my  ads  reviewed  by 
several  different  state  insurance  departments  for  their  further  approval.  No,  my  contracts 
were  not  terminated  based  upon  breach  of  contract.  My  contracts  were  terminated  at  will. 
There  was  never  any  argument  in  court  that  I  breached  my  contracts  with  the  insurance 
companies.  The  insurance  companies  successfully  argued  that  my  contracts  were 
terminable  at  will  and  the  companies  terminated  them  pursuant  to  the  contractual 
provisions. 

(2)  Have  you  filed  complaints  with  any  of  the  state  insiu-ance  departments  about  being 
terminated  by  these  companies  for  discounting  and  rebating?  What  was  their  response? 
Please  furnish  copies  of  their  responses  for  the  record. 

Answer 

I  did  not  file  any  formal  complaints  with  any  state  insurance  departments. 

(3)  Isn't  the  problem  you  have  really  directed  at  state  antirebate  laws?  A  change  in  the 
McCarran  Act  won't  alter  those  state  laws.  Aren't  your  complaints  better  directed  at  the 
various  state  legislatures? 

Answer 

I  have  no  problem  with  the  current  state  antirebate  laws  and  I  have  never  worked  nor 
publicly  advocated  that  these  laws  be  changed.  In  my  resident  state  of  Illinois  it  is  illegal 
for  an  agent  or  broker  to  pay  a  portion  of  his  or  her  commissions  to  the  insurance  buyer 
as  an  inducement  for  the  business.  That  would  be  an  illegal  rebate  and  I  fully  support 
that  law.  The  types  of  insurance  poUcies  that  I  sold  in  Illinois  were  properly  filed  with  the 
state  insurance  commissioner  and  they  were  available  for  sale.  The  poUcies  did  have  a 
lower  cost  to  the  consumer  and  correspondingly,  paid  me  a  lower  commission.  The  lower 
cost  and  resulting  lower  commission  came  about  because  the  insiu-ance  company  had  made 
the  proper  filings  with  the  state  insurance  department.  I  have  included  a  copy  of  a  1991 
report  prepared  by  the  National  Association  of  Life  Underwriters  which  explains  how  I  was 
able  to  offer  lower  cost  policies  and  these  were  not  illegal  rebates. 

I  am  pleased  to  read  yoiu-  statement  that  changes  in  the  McCarran  Act  would  not  alter 
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existing  state  laws  concerning  rebates.  I  believe  that  it  is  important  that  the  state  action 
doctrine  apply  to  this  matter. 

I  don't  think  my  complaints  would  be  better  directed  at  the  state  legislatures  since  I  do 
not  want  to  see  changes  in  the  current  state  laws  regarding  rebates. 

(4)  The  McCarran  Act  doesn't  exempt  insurance  companies  from  acts  of  boycott,  coercion 
and  intimidation.  Have  you  brought  suit  on  any  of  these  grounds  under  the  federal 
antitrust  laws.    If  not,  why  not? 

Answer 

I  did  not  file  a  suit  alleging  violation  of  the  federal  antitrust  laws  based  upon  the  advice 
I  received  from  my  legal  counsel.  I  was  advised  that  the  insiu-ance  companies  would  claim 
that  my  contracts  were  terminated  at  will  and  I  did  not  have  any  proof  that  the  three 
insurance  companies  conspired  in  reaching  a  conclusion  that  they  should  cancel  my 
contracts.  The  cancellations  were  also  conveniently  separated  by  three  month  intervals 
which  I  was  advised  would  strengthen  the  insurance  company's  defense  of  independent 
action. 

I  did  consult  several  law  fu-ms  on  the  matter  and  I  received  the  advice  not  to  pursue  an 
antitrust  lawsviit  by  more  than  one  furo.  The  law  firm  that  I  did  rely  upon  to  file  my 
suit  against  the  three  companies  informed  me  after  extensive  research  that  they  would 
not  file  an  antitrust  lawsuit  for  fear  of  sanctions. 
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DISCOUNT 
n>JSURANCE 
BROKER  FILES 
LAWSUIT 
AGAINST  MAJOR 
INSURERS 


On  May  6, 1991,  Illinois  insurance  broker  Rick  K  Nelson  filed  a  lawsuit 
against  three  major  insurers.  Metropolitan  Life  Insiurance  Company, 
The  Prudential  Ins\u"ance  Company  of  America  and  TVansamerica 
Occidental  Life  alleging  they  had  canceled  agreements  with  him  because 
he  advertised  their  li&  insurance  products  at  a  discount. 

Mr.  Nelson  maintained  that  an  independent  insurance  broker  can 
pass  savings  on  to  consumers  by: 

1.  a  commission  rebate  which  is  legal  only  in  Florida  and  California;  and 

2.  an  "Sntemal  discount"  which  is  legal  in  all  states. 

According  to  the  complaint,  an  internal  discount  is  a  "reduction  of  premium  by  changing  specific 
policy  provisions  and/or  appUcable  filings,  which  result  in  lower  premiums  or  higher  cash  values 
while  providing  a  higher  death  benefit".  These  internal  discounts  or  so-called  "internal  rebates" 
result,  the  complaint  averred,  fipom  insurance  agents  reducing  their  commissions  and  passing  the 
savings  on  to  consiimeis.  The  complaint  declared  the  discount  is  legal  because  it  is  part  of  the 
insurance  contract  or  made  part  of  the  contract  by  a  policy  rider  or  applicable  filing  with  the  state 
insurance  department 

Mr.  Nelson  claims  that  "discounting  is  a  part  of  every  industry".  He  wishes  to  educate  consumers 
on  bow  to  buy  life  insurance  at  a  discount  and  assures  that  his  efforts  will  produce  a  healthy 
atmosphere  for  consumers  and  stimulate  competition  within  the  industry. 

The  complaint  additionally  asserted  that  independent  discount  brokers  authorized  to  sell  the 
defendants'  life  insurance  products  pose  a  competitive  threat  to  the  continuing  existence  of  the 
companies'  network  of  so-called  "home  agents",  Le.,  licensed  insurance  brokers  or  agents  employed 
or  contracted  to  act  exclusively  for  the  defendants. 

Although  this  case  is  essentially  an  action  for  breach  of  contract,  Mr.  Nelson  has  raised  a  genuine 
question  of  what  constitutes  an  insurance  rebate.  The  confusion  arises  because  a  "reduced" 
premium  policy  is  thought  by  some  to  be  a  type  of  rebate.  Nothing  could  be  fiirther  fiom  the  fact. 

The  act  of  rebating,  as  defined  by  the  NAIC  Model  Unfair  TVade  Practices  Act,  is  "...  knowingly 
permitting  or  offering  to  make  or  making  any  life  insurance  poUcy  or  annuity,  or  accident  and 
health  insurance,  or  agreement  as  to  such  contract  other  than  as  plainly  expressed  in  the  policy 
issued  thereon,  or  paying  or  allowing,  or  giving  or  o&ring  to  pay,  allow,  or  give,  directly  or  indirectly, 
as  inducement  to  such  poUcy,  any  rebate  of  premiums  payable  on  the  policy,  or  any  specitd  favor 
or  advantage  in  the  dividends  or  other  benefits  thereon,  or  any  valuable  consideration  or 
inducement  whatever  not  specified  in  the  policy;  or  giving,  or  selling,  or  purchasing  or  offering  to 
give,  sell  or  ptuxhase  as  inducement  to  such  policy  or  annuity  ...  or  anything  of  value  whatsoever 
not  specified  in  the  policy.'  [emphasis  added].  Tlius,  only  extracontactual  enticements  to  induce 
an  individual  to  purchase  insturanoe  are  considered  rebates  and  therefore  prohibited  practices. 
THE  NATIONAL  ASSOCIATION  OF  LIFE  UNDERWRITERS  ■  WA.SHINGTON,  D.C. 
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As  the  complaint  points  out,  policies  with  lower  premiums  that  reduce  insurance  costs  do  exist. 
These  are  not,  however,  rebates.  Indeed,  they  are  not  even  technically  "discounted"  although  the 
complaint  gratuitously  defines  them  as  such.  Lower  premiums  result  Scorn  specific  factors  such 
as  decreased  administrative  expenses,  reductions  inherent  in  economies  of  scale,  combinations  of 
coverage  arising  from  nders  and/or  diverse  types  of  coverage,  and  similar  dissimilarities  including 
different  commission  rates  for  different  policies  and/or  different  types  of  coverages,  i.e.  whole,  term, 
universal,  or  group  life. 

Mr.  Nelson's  lawsuit  coupling  the  concept  of  "discount  polides"  with  rebating  merely  increases 
the  potential  of  confiising  the  currently  clouded  issue  of  rebating  and  the  reasons  why  the  latter 
practice  is  prohibited  by  all  but  two  states.  PoUcies  with  lower  premiums  are  not  discriminatory 
and  are  available  to  the  buying  public  in  a  variety  of  coverages.  Contrariwise,  unregulated  rebates 
are  secret  ai\d  selective  and  discriminatory  and  anti-competitive  and  anti-consumer 

In  Florida  rebates  are  stringently  controlled  and  even  in  CaUfomia  are  subject  to  the  unfair 
discrimination  provisions  of  the  Insurance  Code  and  the  anti-competitive  prohibitions  of  the 
Business  and  Professional  Code. 

Unrestricted  rebates  would  wreck  the  regulatory  mechsmism  for  determining  unfair 
discrimination  because  it  would  become  impossible  to  ascertain  whether  equal  rebates  on  identical 
policies  were  being  offered  to  individuals  in  the  same  class  or  category  of  nsk.  Certainly  policy 
forms  filed  with  insurance  departments  do  not  suffer  from  these  disabilities. 


For  ftirther  information,  please  contact  William  N.  Albus,  Senior  Association  General  Counsel, 
The  National  Association  of  Life  Underwriters,  1922  F  Street,  NW,  Washington,  D.C.  20006,  (202) 
331-6021. 
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QUESTIOTS  AND  ANSWERS  FOR  WILLIAM  L.  POLLARD,  BOARD  OF  GOVERNORS,  NATIONAL 
ASSOCIATION  OF  INDEPENDENT  INSURERS  ON  BEHALF  OF  THE  NAII,  AAI ,  ACLI,  HIAA, 
NALU.  NAMIC.  AND  NAPIA 


How  essential  is  trending  information  to  your  member  companies?  How 
exactly  is  trending  information  used?   For  what  lines  of  insurance  is 
trending  information  most  frequently  used? 

Trending  information  is  crucial  to  all  our  member  companies, 
especially  the  small  to  medium  size  companies.  The  insurance  product 
is  one  that  is  priced  before  the  actual  cost  is  known.  The  trending  of 
historical  costs  and  accident  rates,  then  extrapolating  them  into  the 
future  allows  the  price  estimation  to  take  place.  A  very  large  and 
credible  data  base  is  essential  for  producing  trends.  Smaller 
companies  with  less  data  would  be  forced  to  base  estimates  on  more 
volatile  and  less  indicative  trends.   All  lines  of  business  utilize 
trending  procedures  in  one  fashion  or  another.   Automobile  insurance 
is  probably  most  dependent  on  trends  because  both  inflationary 
pressures  and  accident  rates  are  crucial  in  setting  future  rates. 


Q.  2.   H.R.  9  does  not  repeal  that  portion  of  the  McCarran-Ferguson  Act 

which  specifically  grants  the  states  the  primary  role  with  respect  to 
the  regulation  of  insurance.   If  that  is  true,  why  does  your 
organization  believe  that  the  enactment  of  H.R.  9  threatens  the 
"current  system  of  state  regulation  of  insurance?"  H.R.  9  does  not 
mean  that  the  federal  government  will  directly  regulate  insurer 
solvency  or  rates,  does  it? 

A.  2.   McCarrauQ  allocates  power  between  the  federal  government  and  the  states 
regarding  the  responsibility  for  regulating  the  business  of  insurance. 
Repeal  of,  or  changes  in,  McCarran  will  alter  that  allocation, 
replacing  the  current  system  of  state  regulation  with  a  system  of  dual 
federal-state  regulation. 

H.R.  9  threatens  the  current  system  of  state  regulation  of  insurance 
because  it  would  subject  many  vital  auid  pro-consumer  industry 
practices,  which  are  already  state  regulated,  —  such  as 
ratemaking,  packaging  of  insurance  products  and  pooling  for  hard-to- 
place  risks  —  to  unwarranted  and  duplicative  regulation  under 
federal  antitrust  laws.   In  addition,  H.R.  9  provides  that  insurance 
trade  practices,  which  are  pervasively  regulated  at  the  state  level, 
would  be  subject  to  review  and  regulation  by  the  Federal  Trade 
Commission. 


Q.  3.   Mr.  Price,  in  his  testimony  before  the  subcommittee  stated  that 
"because  of  the  atmosphere  created  by"  the  McCarran  Act  the 
insurance  industry  lacks  the  "kind  of  innovation  and  diversification 
of  product  and  services"  that  are  present  in  other  industries  (i.e., 
industries  subject  to  the  antitrust  laws.)   Do  you  think  that  this  is 
an  accurate  characterization  of  the  insurance  industry?   If  not,  why 
not? 


207 


No,  the  McCarran  Act  fosters  competition  and  innovation  in  the 
marketplace.   Under  the  current  system,  entry  barriers  are  low  and 
the  market  is  extremely  competitive  with  a  wide  variety  of  companies 
and  products.   Innovation  is  stimulated  in  this  marketplace 
environment.   New  market  entrants  and  niche  companies,  which  have 
sprung  up  to  fill  a  need  or  vacuiun  in  the  market,  simply  would  not 
have  been  aible  to  thrive  and  survive  without  McCarran.   Many  of 
NAII's  member  companies  got  started  that  way  by  groups  of  farm 
organizations,  military  officers,  motor  clubs  and  so  on.   Additional 
examples  of  innovation  in  this  industry  abound,  from  the  evolution  of 
the  market  away  from  bureau  rating  to  open  competition,  to  policy 
forms  and  coverages,  to  marketing  methods  and  claims  handling. 
The  fact  is,  H.R.  9  will  stifle  innovation,  not  increase  it, 
because  it  will  drive  out  the  innovators  and  lessen  competition 
in  the  industry. 


208 


MR.  BROOKS  QUESTION  FOR  THE  RECORD  FOR  MR.  PRICE 

As  a  State  official  yourself,  do  you  believe  that  applying 
the  Federal  antitrust  laws  to  the  business  of  insurance  would  in 
any  way  undermine  the  State's  ability  to  regulate  for  the  benefit 
of  consumers? 

For  a  variety  of  reasons  I  do  not  believe  that  applying  the 

federal  antitrust  laws  to  the  business  of  insurance  would 

undermine  the  State's  ability  to  regulate  for  the  benefit  of 

consumers.   The  antitrust  laws  themselves  operate  for  the  benefit 

of  consumers.   Accordingly,  the  decision  to  apply  the  antitrust 

laws  to  the  business  of  insurance  is  a  policy  decision  made  for 

the  benefit  of  consumers.   Additionally,  even  if  a  state  found  it 

necessary  to  regulate  aspects  of  the  insurance  industry  in  a 

manner  that  was  inconsistent  with  the  antitrust  laws,  the  state 

action  doctrine  would  permit  that  regulation  so  long  as  the  state 

affirmatively  articulated  the  policy  of  displacing  competition 

and  actively  supervised  the  conduct  mandated  by  that  regulatory 

regime.   Finally,  outside  of  the  few  areas  where  the  courts  have 

declared  certain  activity  to  be  unlawful  per  se,  the  antitrust 

laws  are  sufficiently  flexible  to  accommodate  the  reasonable 

collaborative  efforts  of  this  industry  without  undue  interference 

or  uncertainty. 
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REPUBLICAN  MEMBERS'  QUESTIONS  FOR  THE  RECORD  FOR  MR.  PRICE 

1.    In  your  view  if  H.R.  9  is  enacted,  will  insurers  be 
able  to  utilize  the  "state  action"  defense  in  all  50  states  and 
the  District  of  Columbia?   Could  there  be  states  that  will  not 
meet  the  two-part  test  of  state  action? 

The  so-called  state  action  defense  or  exemption  would  be 

available  for  use  in  all  50  states  and  the  District  of  Columbiav^ 

Whether  the  current  insurance  regulations  of  each  of  the  50 

states  and  the  District  of  Columbia  would  pass  muster  under  the 

two-part  state  action  test  should  not  be  a  major  factor  in 

assessing  whether  H.R.  9  should  be  adopted  to  permit  the 

application  of  the  federal  antitrust  laws  to  the  business  of 

insurance.   H.R.  9  makes  express  provision  for  a  transition 

period  during  which  the  50  states  and  the  District  of  Columbia 

will  have  ample  opportunity  to  determine  which  of  their  insurance 

regulations  (as  with  all  of  their  other  regulations)  do  or  do  not 

(should  or  should  not)  meet  the  state  action  test. 


210 


2.    You  use  the  phrase  "effectively  supervises"  as  a  way  of 
describing  the  Midcal  test  on  page  3  of  your  testimony.   As  you 
know,  in  interpreting  the  state  action  doctrine  in  Midcal  the 
Court  used  the  phrase  "active  state  supervision."   Does 
"effectively  supervises"  mean  something  different  that  "active 
state  supervision?"  What  do  you  intend  it  to  mean? 

I  intended  the  phrase  "effectively  supervises"  to  mean  the 

same  thing  as  the  phrase  "active  state  supervision"  used  by  the 

courts  in  Midcal  and  its  progeny.   I  chose  the  phrase 

"effectively  supervises"  for  its  more  robust  connotation  that  the 

"active  state  supervision"  required  by  the  state  action  doctrine 

must  engender  confidence  that  private  actions  subject  to  such 

supervision  actually  conform  to  the  state's  sovereign  policy. 

Private  parties  should  not  be  excused  from  the  legal  consequences 

of  their  actions  simply  because  their  acts  were  undertaken  within 

the  actual  or  presumptive  knowledge  some  public  official. 

Although  the  Supreme  Court  in  F.T.C.  v.  Ticor  Title  Insurance 

Co. .  did  not  evaluate  the  quality  of  supervision  required,  it  did 

insist  that  the  state's  role  be  "deliberate"  and  "substantial." 
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3.    In  your  view,  what  forms  of  state  regulation  of 
insurance  would  be  determined  to  be  active  (or,  "effective")? 
What  about  the  "f ile-and-use"  states  or  the  "open  competition" 
states?  Along  the  lines  of  the  Ticor  case,  mightn't  the  courts 
rule  that  those  forms  of  regulation  are  not  "active"  enough? 

Antitrust  analysis,  including  state  action  analysis,  is 

particularly  dependent  on  the  actual  facts  to  which  it  is 

applied.   By  its  nature,  the  state  supervision  prong  of  the  state 

action  analysis  requires  state  participation  and  review  of 

private  actions  sufficient  to  assure  that  particular  private 

behavior  conforms  to  mandated  state  standards.   Unlike  McCarran 

analysis,  state  action  analysis  is  more  concerned  with  the  fact 

of  the  regulatory  review  rather  than  the  form  of  the  regulatory 

review.   Accordingly,  depending  upon  the  particular  facts,  I 

could  envision  circumstances  where  the  courts  might  not  find 

state  action  protection  available  regardless  of  whether  the 

regulatory  system  was  characterized  as  "file  and  use,"  "open 

competition"  or  "prior  review."  In  the  absence  of  active  state 

supervision;  the  commercial,  collaborative  actions  of 

competitors,  including  those  of  insurers,  should  be  tested  for 

their  legality  under  the  antitrust  laws. 


212 


4.   Do  you  believe  that  Insurance  companies  deserve  a  fair 
or  reasonable  return  on  their  investment — i.e.,  a  profit?   Can 
insurance  rates  be  reduced  to  levels  where  it  no  longer  makes 
good  business  sense  for  a  company  to  insure  particular  risks?  In 
circumstances  where  rates  are  reduced  to  such  low  levels  that 
insurance  companies  can  no  longer  make  a  reasonable  rate  of 
return,  do  you  believe  that  they  should  be  required  to  continue 
to  underwrite  risks  in  that  particular  state? 

Historically,  the  insurance  industry  has  been  the  subject  of 

varying  degrees  of  state  regulation.   The  ordinary  insured  is  in 

no  position  to  assess  the  underwriting  skill  and  financial 

responsibility  of  any  given  insurer.   State  regulations  have, 

therefore,  established  benchmarks  and  safety  valves  to  protect 

the  interests  of  insurance  consumers.   This  regulatory 

intervention  in  the  market  has  created  a  host  of  tensions  between 

insurers  and  regulators  over  what  constitutes  a  fair  return,  what 

risks  should  be  borne  by  stockholders  rather  than  by  insureds  and 

the  conditions  under  which  an  insurer  may  abandon  a  state's 

consumers  when  it  does  not  agree  with  the  state's  regulatory 

policy.   Tension  between  the  regulators  and  the  regulated  based 

upon  different  motives  and  responsibilities  exist  in  every 

regulatory  system.   It  is  that  very  tension  which  makes  the 

active  state  supervision  prong  of  the  Midcal  test  important.   It 

is  that  very  tension  which  makes  the  state  action  test  for  the 

antitrust  legality  of  insurance  companies'  activities  most 

appropriate. 
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5.    Does  NAAG  continue  to  prefer  outright  repeal  of  the 
McCarran  Act?   In  your  view,  is  the  safe  harbor  approach 
unnecessary? 

NAAG  has  adopted  a  resolution  supporting  the  outright  repeal 

of  the  McCarran  Act.   NAAG  has  never  taken  a  formal  position  on 

either  the  existence  of  safe  harbors  for  the  insurance  industry 

or  the  wisdom  of  particular  safe  harbors.   I  personally  believe 

that  federal  safe  harbors,  unless  subordinated  to  state 

regulatory  decisions,  could  be  a  source  of  confusion.   The 

Supreme  Court  has  noted  on  more  than  one  occasion  that  the 

federal  antitrust  laws  were  in  part  designed  to  supplement  the 

antitrust  laws  of  the  states.   Both  the  current  McCarran  Act  and 

H.R.  9  continue  to  acknowledge  the  primacy  of  state  regulation  of 

the  insurance  industry.   An  unqualified  federal  safe  harbor  might 

easily  operate  in  a  manner  which  would  neither  be  supplementary 

to  state  law  nor  consistent  with  the  primacy  of  state  regulation 

of  the  insurance  industry. 
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Republican  Members  Questions  For  the  Record 


Answers  for: 

John  M.  Rector,  who  appeared  on  behalf  of  the  National  Association 

of  Retail  Druggists/Small  Business  Legislative  Council. 


( 1)  Shouldn't  Congress  wait  and  see  what  is  contained  in  the  Clinton 
Administration's  health  care  proposal  before  we  move  ahead  on 
legislation  like  H.R.9? 

There  is  no  need  to  delay  Subommittee  action  on  H.R.9  pending  the 
introduction  of  President  Clinton's  Health  Care  Reform  legislation.  It 
was  introduced  as  H.R.  3600  on  November  20,  1993.  Title  V  -  Quality 
and  Consumer  Protection,  includes  Subtitle  F  -  McCarran-Ferguson 
Reform.  It's  Section  5501  entitled  "Repeal  of  Exemption  for  Health 
Insxu-eince"  reads  as  follows: 


Subtitle  F— McCuma-FcrKOMn  Reform 

SEC.  SMI.  REPBAL  OF  EUJIK110N  FOR  HEALTH 
INSURANCE. 

(a)  IN  GEN8iiAi..^-Section  3  of  the  Act  of 
March  9.  1945  (15  U.S.C.  1013).  known  as  the 
McCarran-FerBuson  Act.  la  amended  by  add* 
Ing  at  the  end  the  foUowiog: 

"(c)  NotwlthstaDdlDcr  that  the  buaineas  of 
Insurance  is  reenlated  by  SUte  law.  nothing 
in  this  Act  ahall  limit  the  appUcability  of 
the  foUowiog  Acts  to  the  business  of  insur- 
ance to  the  extent  tbat  such  business  relates 
to  the  provision  of  liealth-beneats: 

*'(1)  The  Sherman  Act  (IS  U.S.C.  1  et  seq.). 

"(2)  The  Clayton  Act  (IS  U.a.C.  12  et  sea.). 

"&)  Federal  Ttade  Commission  Act  (15 
U.S.a  41  et  seq.). 

"(4)  The  Act  of  Jane  IS.  1936  (49  8tat.  1S2S: 
15  U.S.C.2U  et  seq.).  known  as  the  Robinson- 
Patman  Antidlscrlaaination  Act.". 

(b)  BFTiCTivs  DATS.— The  amendment 
made  by  subsection  (a)  sliaU  take  efliect  on 
the  first  day  of  the  sixth  month  beglnninc 
after  the  date  of  the  eoactmeqt  flf  Jthin  Act. 
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Republican  Members  Questions  For  the  Record 


Answers  for: 

John  M.  Rector,  who  appeared  on  behalf  of  the  National  Association 

of  Retail  Druggists/Small  Business  Legislative  Council. 


(2)  Does  NARD  see  a  relationship  between  health  care  cost 
containment  and  the  overall  economic  health  of  the  insurance 
industry?  Might  not  the  protections  for  insurers  contained  in 
the  McCarran-Ferguson  Act  become  even  more  important  or 
necessary,  if  the  health  insurance  industry  is  to  respond  to  an 
entirely  new,  restructured  health  care  industry? 


Yes,  we  see  a  relationship.  The  elimination  of  the  ability  of  the  Hesdth 
Care  Insurance  Industry  to  engage  in  price  fixing,  tying  arraingements 
and  other  anticompetitive  activities  will  help  assure  a  competitive 
proconsumer  environment  more  consistent  with  health  care  cost 
containment  objectives  and  other  consumer  interests. 

It  is  noteworthy  that,  as  I  indicated  in  oxu:  statement,  that  former 
President  Bush  in  his  February  6,  1992  health  care  message  to  Congress 
entitled  "Comprehensive  Health  Reform  Program",  observed: 

"PPOs,  HMOs  and  Other  Pooling  Arrangements  of 
Providers"  -  The  emergence  of  managed  care  is  creating  new 
issues  in  health  care.  For  instance,  if  physicians  in  an  area 
band  together  to  form  a  PPO,  thus  fostering  price 
reductions  and  managed  ceire,  it  may  be  alleged  that  they 
are  nonetheless  reducing  the  number  of  competitors  for 
physician  services  in  the  mairketplace.  At  the  same  time, 
diligent  enforcement  of  the  antitrust  laws  is  necessarv  to 
prevent  price  fixing  and  illegal  tie-ins  in  the  provision  of 
health  care.  Reducing  the  fear  of  liability  for  certain 
beneficial  activities  while  maintaining  the  deterrent  effect 
of  the  antitrust  enforcement  agencies,  particularly  the 
Department  of  Justice  and  the  Federal  Trade  Commission. 

Perhaps  even  the  Bush  White  House  had  reconsidered  the  importance  of 
applying  antitrust  laws  to  the  insursince  industry.  We  hope  so,  but  in 
any  case,  it  is  good  public  policy  to  apply  the  rules  of  competition  to  all 
sectors  of  the  market  equally. 
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Republican  Members  Questions  For  the  Record 


AnsAvers  for: 

John  M.  Rector,  who  appeared  on  behalf  of  the  National  Association 

of  Retail  Druggists/Small  Business  Legislative  Council. 


(3)  If  H.R.9  were  enacted,  what  types  of  legal  actions  against 
insurers  do  you  anticipate  that  your  members  would  be  likely  to 
pursue?  Specifically,  what  violations  of  the  antitrust  laws  occur 
because  of  pharmacy  reimbursement  policies? 

It  is  our  hope  and  expectation  that,  once  enacted,  the  insurance  industry 
would  comply  with  the  antitrust  laws.  To  the  extent  that  some  degree 
of  lawlessness  occurred  subsequent  to  enactment,  it  would  not  surprise 
us  if  requisite  litigation  involved  price  fixing  and  tying  arrangement 
violations.  It  is  presently  such  conduct  that  is  exempt  as  distinguished 
from  the  actual  pharmacy  third  party  contracts. 
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Republican  Members  Questions  For  the  Record 


Answers  for: 

John  M.  Rector,  who  appeared  on  behalf  of  the  National  Association 

of  Retail  Druggists/Small  Business  Legislative  Council. 

(4)  Is  it  the  view  of  the  National  Association  of  Retail  Druggists  that 
by  encouraging  the  use  of  mail  order  pharmacies  that  insurers 
are  involved  in  anticompetitive  activities  that  violate  the 
antitrust  laws?  If  so,  could  you  speciHcally  explain  how  that  is 
true? 


Typically  the  nature  of  the  "encouragement"  involved  with  the  use  of  mail 
order  pharmacies  is  that  consumers  are,  in  effect,  coerced  to  select  a  mail 
order  pharmacy  in  lieu  of  other  pharmacy  competitors.  In  the  extreme, 
choice  of  provider  is  totally  denied.  More  typically,  a  covered  employee 
would  be  required  to  meet  a  $250-$500  deductible  and  a  $10  per 
prescription  co-payment  if  he  or  she  desired  to  access  pharmacies  that 
we  represent.  In  contrast,  there  would  be  no  co-payment  or  deductible 
for  mail  order  pharmacies,  who,  incidentally,  are  totally  unregulated, 
resulting  in  disenfranchisement  of  such  employees  from  any  appropriate 
local  or  state  legal  remedies. 

As  near  as  we  can  determine,  these  discriminatory  contracts  are  enabled 
through  a  variety  of  questionable  practices  including  possible  price  fixing, 
tying  arrangements,  and  price  discrimination  for  our  competitors. 

Several  recent  law  suits  echo  our  findings  and  concerns.  One  was  filed 
by  the  Honorable  Arlin  M.  Adams  in  the  U.  S.  District  Court  for  the 
Middle  District  of  Pennsylvania;  Rite  Aid  Corporation,  etal..  v.  American 
Home  Products  Corporation,  etal..  and  the  other  was  filed  by  the 
Honorable  Joseph  L.  Alioto  in  the  U.  S.  District  Court  in  the  Northern 
District  of  California,  filed  August  11,  1993;  Lawson-Dver  Pharmacy  and 
all  others  similarly  situated,  v.  Medco  Containment  Services.  Inc..  etal. 
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Republican  Members  Questions  For  the  Record 


Answers  for: 

John  M.  Rector,  who  appeared  on  behalf  of  the  National  Association 

of  Retail  Druggists/Small  Business  Legislative  Council. 


I 


(5)  Incentives  to  use  mail  order  pharmacies  contained  in  insurance 
policies  are  part  of  the  overall  health  care  cost  containment 
effort.  Aren't  efforts  aimed  at  lower  health  care  costs  supported 
by  your  members? 


Yes,  NARD  members  and  individual  SBLC  Association  members  are  very  supportive 
of  cost  containment.  In  fact,  SBLC's  position  on  Health  Care  Reform  includes 
appropriate  cost  controls  for  providers  and  others,  and  in  addition,  supports  global 
budgeting. 

Unfair  incentives  for  our  competitors  who  have  selected  non-traditional,  unregulated 
distribution  as  their  hallmark  do  not  reduce  overall  costs.  In  fact,  corporate 
purchasers  see  little  of  the  difference  between  a  typical  product  acquisition  cost  and 
the  discriminatory  acquisition  cost  available  to  our  mail  order  competitors. 
Additionally,  the  pharmaceutical  corporations  provide  mail  order  pharmacies  such 
acquisition  costs  not  based  on  economies  of  scale  and  cost-shift  to  community  retail 
pharmacies,  resulting  in  annual  increases  in  the  price  of  prescription  drugs  to  most 
American  consumers  three  to  four  times  the  CPI. 

The  National  Association  of  Retail  Druggists  support  limiting  pharmaceutical 
manufacturer  pricing  increases  to  the  CPI. 
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Republican  Members  Questions  For  the  Record 


Answers  for: 

John  M.  Rector,  who  appeared  on  behalf  of  the  National  Association 

of  Retail  Druggists/Small  Business  Legislative  Council. 


(6)  NARD  has  advocated  that  the  states  should  adopt  so-called 
"Freedom  of  Choice"  legislation.  It  is  my  understanding  that 
such  laws  have  been  enacted  in  some  states  (Idaho,  Arkansas). 
Could  you  explain  what  these  laws  say  and  what  impact  they 
have  had  on  the  overall  cost  of  health  care?  Doesn't  the 
consumer,  on  average,  pay  more  for  drugs  if  such  statutes  are 
enacted? 

Equal  access  or  consumer  pharmacy  freedom  of  choice  laws  have  been 
enacted  in  many  states.  [See  enclosed  list]  As  if  dictated  by  Adam  Smith 
himself,  these  laws  help  sustain  an  already  competitive  retail  pharmacy 
marketplace.  They  do  so  by  assuring  that  consumers  are  free  to  select 
amongst  competitors.  In  the  retail  pharmacy  marketplace,  the  average 
markup  according  to  the  Lilly  Digest  is  thirty  percent  (30%);  well  below 
that  typical  of  all  small  businesses,  especially  those  involved  in  the 
delivery  of  health  care. 

We  are  unaware  of  any  credible  evidence  that  consumers  pay  more  in 
.  states  that  assure  to  consumers  their  choice  of  pharmacy  provider. 
Ironically,  many  of  our  competitors  who  £ire  the  beneficiaries  of  price 
discrimination  actually  bill  consumers  and  other  buyers,  including 
Medicare,  Medicaid,  and  Third  Party  payors,  multiples  of  the  average 
retail  price.   [See  Arlin  Adams'  "Selected  Price  Comparisons". 
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Republican  Members  Questions  For  the  Record 

Answers  for: 

John  M.  Rector,  who  appeared  on  behalf  of  the  National  Association 

of  Retail  Druggists/Small  Business  Legislative  Council. 

(7)  Isn't  your  organization  really  after  changes  in  another  antitrust 
statute  "  the  Robinson-Patman  Act?  Didn't  NARD  request  an 
investigation  by  this  Subcommittee  of  certain  pricing  practices 
of  drug  companies?  What  kind  of  an  inquiry  was  sought?  Are 
you  alleging  price  discrimination  and,  if  so,  can  it  be 
documented? 

The  SBLC/NARD  have  repeatedly  called  for  a  full  enforcement  of  the 
Robinson-Patman  Act.  Such  enforcement,  as  well  as  Clayton  Act  and 
Sherman  Act  provisions,  would  provide  a  long-overdue,  strong  deterrent 
and  restitution  for  those  victimized  by  the  unfair  pricing  practices  of  the 
pharmacuetical  industry.  Yes;  NARD  did  request  a  Subcommittee 
investigation. 

Enclosed  is  a  copy  of  the  June  22,  1989  request  to  the  GAO  from 
Chairman  Jack  Brooks,  as  well  as  the  August  2,  1990  GAO  final  response 
to  Chairman  Jack  Brooks. 

The  August  1,  1990  correspondence,  includes  an  enclosure  listing  the 
pharmaceutical  corporations  that  refused  to  cooperate.  It  appears  that 
short  of  issuing  supoenas,  pharmaceutical  manufacturers  and  wholesalers 
will  continue  not  to  cooperate  with  such  inquiries. 

The  evidence  of  price  discrimination  and  pharmaceutical  distribution  is 
wide-spread  and  relatively  well-documented.  An  especiadly  good  new 
source  of  such  documentation  has  been  made  available  because  of  the 
1990  enactment  of  the  Medicaid  Anti-discriminatory  Pricing  Amendment 
in  the  1990  OBRA.  In  short,  as  a  consequence  of  requiring 
manufacturers  to  provide  Medicaid  their  "best  price",  and  the  related 
determination  of  "average  manufacture  price",  extensive  and  detailed 
profiles  of  such  discrimination  is  available  on  a  state  to  state  basis. 

In  addition  to  reconsidering  the  issuance  of  appropriate  subpoenas,  we 
urge  the  Subcommittee  to  acquire,  on  a  confidential  basis,  this  invaluable 
data  on  price  discrimination  from  the  Secretary  of  Health  and  Human 
Services. 
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IN  THE  UKITED  STKTZS   DISTRICT  COURT 
FOR  TEE  KXODIZ  DISTRICT  0?  FEHNSn.VANZA 


SITE  AID  CORPORATION, 

S£VCO  D.S.,  UtC, 

TESim   CORPORATION, 

FERRY  DRUG  STORES,  INC., 

X  &  B,  INCORPORATtD, 

KERR  OROG  STORES,  INC., 

SNTCSR'S  ORDG  STOltZS,  INC. « 

"TERIPTJf  DRTO  STORES,  INC., 

7KE  BXRZStX  DRD6  COKPAm, 

TAYLOR  DRUG  STORES,  INC.^ 

SHSLDON  K.  BLOOM 

d/b/a  QANIELSON  K2DICAL 

XKTS   CENTBR,   ' 

DRUG  EXPRESS  PHARMACIES,  INC. 
d/b/a  OTTO  DRUG  EXPRESS, 

JAY  BARR2S 
d/to/a  KEOICAP, 

MICHAEL  RART 

d/b/a  KAJET  8KYDZR  DlCOG, 

PAUL  IVERSOK 

d/b/a  IVER50N  CORNER  ORfiC, 

DAVIS  XORLZR 

d/b/a  ROMT  SILVER  LAXS  DBOG, 

LAKE  CITY  OROG,  ZKC, 


OCT  1 4 1993 


pgft  . 

wanisauRG.  f^     deputy  cl£3< 


CIVXL. ACTION 


NO. 


4:;CV-93-1580 


HARD  Uglalatlve  Defense  Fund 
20e  DalngwftoM  Roed 
Aleundr1a,VA22314 


75-090  0-94-8 
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RICHARD  C.  OFTEDAHL 
d/b/a  OFTSOAKL  DRUG, 

STTZZR  PHABKACY,  INC.,  and 

RICHARD  C.  SUHDBBRC 
d/b/a  SUNDB£RG  PHARMACY, 

Plaint! ££s. 


AMERICAN  HOKE  FROODCTS 
CORPORATION, 

CXBAH3SIGY  CORPORATION, 


G.  D.  SZARLE  ft  CO., 


,'C*'^' 


>\ 


00* 


>v^^^* 


.a\ 


GLAXO  INC.,  ^^<:.%^\V^^ 

P7XZSR,  INC.  ,<^ 

SCHSRINS-PLOUGH  CORPORATION, 

8KITKIXINS  BBSCHAM 
PHARMACEDTICALS  CO.  « 

KESCO  CONTAZMKBNT  SBRVXCSS,  INC., 

NATIONAL  FHASMACIES,  INC.,  and 

PAID  PRSSCRIPTIONS,  INC., 

0«fend«nts« 


OOXVULXVT 


Plaintifftf  brintf  this  elvll  Action  against  ths 
Dsfsndants  and  allsg*  as  follows: 
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JURTHPTg'^'TriW 

,1.   This  Is  a  private  antitrust  action  ^srought  \uiclsr 
Sections  4  and  i6  of  th«  Clayton  ket,   15  U.S.C.  S5  IS  and  2€t 
allsging  violations  of  tha  fadsral  antitrust  lavs,  specifically 
Section  1  of  tha  Sherxan  Antitrust  Act,  15  a.S.C.  s  1,  and 
Sections  2{*),    (d) ,  and  (f)  of  the  Robinson-Patsan  Act,  15  U.s.c. 
ii  13 (a),  (d),  and  (f ) ,  and  of  the  eeoDon  lav.  The  Court  has 
jurisdiction  over  this  action  pursuant  to  38  U^S.C.  f{  1331, 
1337(4),  and  1307(a),  and  15  U.S.C.  SI  2,  15,  and  36. 

a.   Venue  is  proper  in  this  judicial  district  pursuant 
to  IS  U.S.C.  fi  IS,  22,  and  36  aAd  28  U.S.C.  S  I39i(ta)  because 
^eaeh  of  the  defendants  resides,  transacts  business,  is  found,  and 
has  agents  in  this  district,  and  because  a  substantial  part  of 
the  events  or  osissions  giving  rise  to  Plaintiffs'  elaias 


occurred  in  this  district.  „,a\^°^^^^ 


3.   Plaintiff  Rite  Aid  Corporation  ("Rite  Aid")  is  a 
corporation  organised  and  existihg  under  the  lavs  of  the  state  of 
Delavarei  vitb  its  prlncipel  place  of  business  *in  Cuaberland 
County,  Pennsylvania.  Rita  Aid  ovhs  and  operates  over  2,500 
drugstores  In  the  22  eontlguotis  eastern  states,  bordered  on  the 
vest  by  Kichl9an,  Zhdiima,  Xentuelcy,  Tennessee,  and  AlabSBS,  and 
in  the  District  of  coluabis. 
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4.  Plaintiiff  Ravco  O.S.,  Inc.  (**R«vco")  i&  a 
corporation  organizad  and  Axiffting-  xinder  the  lave  of  th«  State  of 
0«l«var«,  vith  Its  principal  plaea  of  business  in  Tvinsburg, 
Ohio.  Rsvco  owns  and  operatas  over  I,100  drugstores  in  Georgia, 
Maryland,  Mew  York,  North  Carolina,  Ohio,  Paiuisylvania,  South 
Carolina,  Tennessee,  Virginia,  and  West  Virginia. 

5.  Plaintiff  Thrifty  Corporatidn  ("Thrifty")  is  a 
corporation  organized  and  existing  under  the  lavs  of  the  State  of 
California,  with  its  principal  place  of  business  in  Los  Angeles, 
California.  Thrifty  owns  and  operates  over  800  drugstores  in 
California. 

6.  Plaintiff  Perry  Drug  Stores,  Inc*  ("Perry")  is  a 
corporation  organised  and  existing  under  the  la%fs  of  the  State  df 
Michigan,  with  its  principal  place  of  business  in  Pontiac« 
Michigan.  Perry  owns  and  operates  over  200  drugstorsf^  \il^^^ 
Michigan.  OV^^^%N^^ 

*  - 

7.  Plaintiff  K  i  B,  Incorporated  ("K  4  B")  is  a 
corporation  organised  and  existing  under  the  laws  of  the  state  of 
Delaware,  with  its  principal  place  of  business  in  New  Orleans, 
Louisiana.  K  &  B  owns  and  operates  over  l7o  drugstores  in 
Alabaaa,  Plerida,  Louisiana,  Mississippi,  Tennessee,,  and  Texas. 


8.   Plaintiff  X«r«  Drug  stores,  Inc.  ("Kerr")  is  a 
corporation  organised  and  existing  under  the  laws  of  the  state  of 
Morth  Carolina,  with  Its  principal  place  of  business  in  Raleigh, 
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North  Carolina.  Karr  owns  and  operates  over  95  drugstores  in 
North  Carolina  and  South  Carolin*. 

9.  Plaintiff  Snyder's  Drug  stores.  Inc.  (''Snyder"}  is 
a  corporation  organized  and  existing  under  the  lavs  of  the  State 
of  Minnesota,  with  its  principal  place  of  business  in  MinnetenJca; 
Minnesota.  Snydet  owns  and  operates  over  80  drugstores  in  Iowa, 
Michigan,  Minnesota,  and  Wisconsin. 

10.  Plaintiff  Thrifty  Drug  Storss,  Inc.  ("Thrifty 
Drug"),  is  a  corporation  organised  and  existing  under  the  lavs  of 
the  State  of  Minnesota,  with  its  principal  place  of  business  in 
Minneapolis,  MinnesotA.  Thrifty  Drug  owns  and  operates  over  40 
drugstores  in  lova,  Minnesota,  Montana,  Horth  De3cota«  and  South 
.Dmlcota.  Ott.ce  o1  General  Counsel 

11.  Plaintiff  The  Bartell  Drug  Company  ("Bartell")  is 
a  corporation  organited  and  existing  under  the  laws  of  the  State 
of  Washington, '  with  its  principal  place  of  business  in  Seattle, 
Washington.  Bartell  owns  and  operates  over  35  drugstores  in 
Washington. 

13.  Plaintiff  Taylor.  Drug  Stores,  Ino.  ("Teylor")  is  a 
corporation  organized  and  existing  under  the  lews  of  the  State  of 
Kentuelcy,  With  its  principal  plaoe  of  business  in  Louisville^ 
Kentucky.  Taylor  eime  and  operates  over  30  drugstores  in  Indiana 
and  Xentudor, 
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13.  Plalntifr  Sh«ldon  K.  Bloom  is  an  individual  doing 
businsss  as  Danialson  Medical  Arts  Cencsr.  Mr.  BIoob  otms  and 
oparatas  a  drugs^ora  in  Mlnnaapolis,  Minnesota. 

14.  Plaintiff  Drug  Express  Pharaaeies,  Inc.  ("Drug 
Sxpress")  is  a  corporation  organized  and  existing  under  the  lavs 
of  the  State  of  Minnesota^  doing  business  as  Otto  Drug  Bxpresa. 
Drug  Express  owns  and  operate*  a  drugstore  in  Belle  Plaine, 
Hinnesota. 

IS*  Plaintiff  Jay  Harris  is  an  individual  doing 
business  as  Medicap.  Kr.  Harris  owns  and  operates  a  drugstore  in 
Xasson,  Minnesota. 

16.  Plaintiff  Michael  Hart  is  an  individual  doing 

'business  as  Hart  Snyder  Drug.  Mr.  Hart  ovns  and  opemtM^  a  . 

Office  o1  General  Counsel 
-  drugstore  in  Forest  Lake,  Minnesota.      ^'    maBO 

11.     Plaintiff  Paul  Zverson  is  an  individual  doin^ 

I 

business  as  Iverson  Comer  Drug.  Mr.  Zversoa  owns  and  operates  a 
drugstore  in  Beaidji,  MinnMota. 

It.  Plaintiff  David  xohler  is  an  in4ividual  doing 
business  as  Hunt  Silver  Lake  Drug.  Mr*  Kohler  owns  and  operates 
a  drugstore  in  Rochester,  Minnesota. 

!•.  Plaintiff  Lake  city  Drug,  mc.  (-Lake  City)  is  a 
corporation  organised  and  axiating  under  the  lava  of  the  State  of 
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Minnesota.   LaKe  City  ovns  and  opera tas  a  druggtore  in  LaXe  City, 
Hinnasota. 

20.  Plaintiff  Kichard  C.  Oftadahl  is  an  individual 
doing  business  as  Oftadabl  Dlnig.  Kr.  Oftsdahl  ovns  ajtd  oparatas 
a  drugstore  in  Madison,  Minnesota. 

21.  Plaintiff  Setzer  Fharsacy,  Inc.  ("Satzer 
Pharmacy")  is  a  corporation  organized  and  existing  under  the  lavs 
Of  the  State  of  Minnesota.  Setzer  Phazaacy  ovns  and  operates  a 
drugstore  in  St.  Paul,  Xlnnesota. 

32.  Plaintiff  Richard  C.  Sundberg  is  an  individual 
doing  business  as  Sundberg  Pharaaoy.  Mr.  Stindberg  ovns  and 
op«rates  a  drugstore  in  St.  Paul,  Minnesota.      •  Qttice  o1  General  Counsel 

NARO 

33.  Defendant  AaaricAn  Roae  Products  Corporation 
("taerican  Koae")  is  a  corporation  organized  and  eaeisting  under 
the  laws  of  the  State  of  Oelavars,  with  its  principal  place  of 
business  in  Hev  York,  New  York.  Aaeriean  Hoae  is  the 
sanufaotttrar  of  nvoMrous  brand  naaa  prescription  drugs,  including 
tout  net  liaited  to  th*  drugs  Aygestin,  Inderal,  Isordil,  Lodine, 
Micro>K,  Myaolina,  Orudis,  Preaarin,  Quinidaic  £xt,  Sactxal, 
Xanax,  and  Wytanain.  Aaaorican  flaaa  sells  tbaaa  and  other  druga 
throughout  the  cmitad  states,  including  in  this  judicial 
district. 

24.  Oafahdant  Citoa-Caigy  Corporation  ("CibaHZaigy*)  is 
a  corporation  ergaaisad  and  existing  under  the  lavs  of  the  state 
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of  K6W  York,  tfltn  its  principal  place  at   buain««»  in  Ardsley,  Hev 
YorJt.   Ciba-0«igy  is  the  aanu£Jictur«r  oC.nua«rou«  brand  nao« 
prescription  deaqs,   including  but  net  limited  to  the  drugs 
Brethalre,  Bretiiine/  Estradera,  Lioraeal,  Lotensin,  Riaactane, 
Slov-K,  Tegretol,  Ten-k,  Transdera-Nitro ,  and  Tofranil.  Ciba- 
Gelgy  sells  these  and  other  drugs  throughout  the  United  States, 
including  in  this  judicial  district. 

a9<  Defendant  6.D.  Searls  &  Co.  ("Searle")  is  a 

corporation  organised  and  existing  under  the  laws  of  the  State  of 

Delaware,  with  its  principal  place  of  busine**  in  Skokie, 

Illinois,  searle  is  the  sanufaeturer  of  nuB*roas  brand  naas 

prescription  drugs,  including  but  Mt  liaited  to  the  drugs 

Aldectazide,  Aldaeton«,  calan,  Calan  SR,  Cytotee,'  Xerlone,  and 

irltrodisc.   Searle  sells  these  and  other  drugs  throughout  the 

united  States,  including  in  this  judicial  district.  _^^  ^^  Qgnera^  Counsel 

N  A  R  0 
26.  Defendant  Glaxo  Inc.  ("Glaxo*)  is  a  corporation 

organized  and  existing  under  the  laws  of  the  State  of  Korth 

Carolina,  with  its  principal  place  of  businas*  in  Research 

Triangle  Park,  ttorth  Carol Iha.  Glaxo  is  the  sanufaeturer  of 

nuaerous  brand  nasM  prescription  drugs,  including  but  not  liaited 

to  the  drugs  Beolovent,  Beeonase,  Beoonasa  .AQ,  Trandata, 

Ventolin,  and  Santao.  Glaxo  sells  these  and  other  drugs 

throughout  the  United  States,  including  in  this  judioial 

dietriet. 
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27.   Defendant  Pfizer,  Inc.  ("Pfizer")  is  a  corporation 
organized^  and  existing  under  U\e  lavs  of  the  State  of  Delaware, 
with  its  principal  place  of  business  in  New  York,  Kev  York. 
Pfi2er  is  the  manufacturer  of  nutterous  brand  aane  prescription 
dru^,  including  but  not  Halted  to  the  drugs  Diabinese, 
Clucotrol,  Procardia,  Vibranycin^  and  Vistaril.  Pfizer  sells 
these  and  other  drugs  throughout  the  Unites  States,  including  in 
this  judicial  district. 

38.  Defendant  Schering-Plough  Corporation  ("Schering") 
is  a  corporation  organized  and  existing  under  the  lavs  of  the 
State  of  Kew  Jersey,  with  its  principal  place  of  business  In 
Xenilworth,  New  Jersey,  schering  is  the  manufacturer  of  numerous 
brand  name  prescription  drugs,  inoluding  but  not  limited  to  the 
drugs  X-Dur,  Mitro-Dur,  Moraodyne,  Proventil,  Tbea-Our, 
Vancenase,  Vancena<e  AQ,  and  vanceril.  Schering  sells  these  and 
other  drugs  throughout  the  TTnited  States,  including  in  this 
judicial  district.  .  reneta\  Oounse^ 

29 «  Defendant  saithlCline  Beechaii  Phazaaceatieals  Co. 
("SaithKline"}  is  a  oosperation  organized  and  existing  under  the 
laws  Of  the  State  of  Delaware,  with  its  principal  place  of 
business  In  Philadelphia,  Pennsylvania.  SvlthXline  is  the 
Banufacturer  cf  ntsaereua  brand  name  prescription  drugs,  Including 
but  not  limited  to  the  drugs  Selafen  and  tagamet.  Saithiaine 
.  sella  these  and  other  drugs  throughout  the  Onitad  States, 
inoluding  in  this  judicial  district. 
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30.      The  de£endanr<  idantifled  in  Paragraptis  23   through 
29  above  ar«  har«inaftar  somstia«s  rsfarred  to  collectivaly  as 
the  "Manufactursr  Datandants". 


M 


31.      D«£«ndant  )tedca  Containaant  S«£vic«s,    Xnc.   is  a 
corporation  or9anic«d  and  axlating  undar  tha  lavs  o£  tha  Stata  of 
Dalavare,  with  its  princip&l  place  of  business  in  Hontvala,  Kaw 
Jersey.     Da£«ndant  Madco  Containaant,  through  its  vholly-^vned 
subsidlarias  Dafandants  National  maraacias.  Inc.  and  PAXD 
Prascriptions ,    Inc*    (heifainaftar  collectivaly  "Madco") ,  operates 
a  nail  order  pharmacy  that  eospetes  with  Plainti££s  £or  the  sale 
d£  brand  (uuae  prescription  drags  throughout  the  United  States « 
Ihel'iding  Ih  this  Judioial  district.  '  .       .f  general  Counsel 

PlaiatifCs  Agaiast  the  Xaaafaeturer  Defeadaats 
Per  Vlolatiea  Of  teetiea  2(a)  «£  the 
loblasoB-Pataaa  tax, 

< 

33.     This  Conat  arises  under  Section  2(a)   of  the 

Rebinson-Pataan  Aet^   IS  U.S.C.  f  13(a),  and  is  asserted  hy  all 

Plaintiffs  against  the  Manufaatnrar  Defendants. 

33.  Plaintiffs  reallege  and  incorpcrats  herein  by 
refereaee  the  allegations  of  Paragraphs  1  tbreugb  31  of  this 
Coacplaint. 
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*34.     k  substantial  and  graving  number  of  consimcrs  of 

prescrlptiofn  drugs  in  the  Onitad  States  do  not  th«aa«lv«s  pay  tha 

full  cost  of  thair  purchasas  of  prascription  drugs.      Privata 

aaployars,    labor  unions,   and  govamaantal  antitias  sponsor 

banafit  plans  tbat  Covar  sons  or  all  of  tba  cost  of  prascription 

drugs  for  their  anployees,  retirees,  or  aeabcrs  and  families* 

Slailarly,   insurance  companias  and  certain  types  of  Health 

Maintenance  Organisations   ("HMOs")  offer  plans  that  cover  soae  or 

all  of  the  cost  of  prescription  drugs  for  those  who  purchase  the 

insurance  or  enroll  in  the  BKOd.     these  benefit  plans «   insurance  . 

policies/  and  RMOs  that  cover  the  cost  of  pxeacriptien  drugs  are 

eoamoniy  referred  to  «s  "third^party  plana.*    Millions  of  people 

nationwide  have  some  or  all  of  the  eost  of  their  prescription 

drugs  covered  by  third-party  plans.  q^^^  o1  General  Counsel 

NARD 
35.     The  sponsors  of  third-party  plans,  alone  or  in 

conjunction  vlth  adalnistrators  that  they  hire  to  administer  the 
plans,  select  the  pharaacy  or  pharaaoies  that  will  provide  so- 
called  "naintenanc*  drags'*  to  the  participants  in  a  plan. 
Maintenance  drugs  ture  those  prascription  drugs'  that  are  dasigned 
to  treat  chronic,  long-tera  health  problems  as  oppcsad  to  acute, 
ahort-tera  health  probleas.     ror  axaaple/  drags  daaigned  to 
esBbat  ulcers,   fayp«rtension,  and  diabetes  ar«  aaintenance  drugs  - 
while  thdse  dasigned  to  ceabat  influenza,  broDcbitis,   and 
teaperary  pains  are  acute-care  drugs. 
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36.  once  rbA  plan  s^ponsor  ar.d/or  plan  adaJjiistrator 
designates ,  tA«  pHaraacy  or  ptjaraacies  tiat  will  provide 
uaintsnanc*  drugs  under  the  tezBS  of  a  tAird-party  plan,  the  plan 
generally  covers  some  or  all  or  the  cost  ot   oaintenance  drug 
prescriptions  for  a  plan  participant  only  if  that  participant  has 
the  prescription  filled  fay  the  designated  provider. 

37.  Typically,  a  plan  participant  is  issued  an 

identification  card  that  he  or  she  Bust  present  to  the  designated 

provider.   The  designated  provider  fills  the  prescription  and 

then  racaives  payaent  from  the  plan  sponsor  or  plan  administrator 

in  the  aaount  negotiated  bet%r«en  the  provider  and  the  plan 

spottser/adainistrator<  , 

Office  of  General  Counsel 

N  A  R  D 

38.  Plaintiffs  vigorously  coapete  to  be  designated  as 

taaintenance-drug  providers  to  third-party  plans,  i.e..  to  provide 
Baintenanoe  drugs  to  eensuttete  whose  purchases  ere  eevared  under 
third-party  plans. 

39.  Plaintiffs'  ooapetitors  for  these  salee  include, 
but  are  ftot  liaited  to^  other  drugstore  chains,  independent 
drugstores,  and  "sail  oxtler  phanaeeies."  Nail  order  pharaacies 
receive  prescriptions  throii^h  the  sail  frea  cuetoaers  and  fill 
those  prescriptions  by  dispensing  the  drugs'  to  eus toners  through 
the  aaU. 
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Olaeriainatorv  Ericas 

40.  Sacb  oi   tha  Plaintiffs  has  pxurchased,  in 
intarstata  coosarca,  naintenanca  drugs  ( including  but  not  liaitad 
to  tHose  idantiffiad  in  Paragraphs  23  tliravtgh  39  abova) 
aanufacturad  by  aach  e£  taa  Kanuiacturar  Dafandants.  Tha 
Plaintiffs  purchasa  thasa  drugs  from  tha  Manufacturer  OaCandants 
and/ or  from  vholesala  distributors! 

41.  Upon  Infornation  and  baliaf,  aacn  of  tha 
Nanufacturar  Dafandants  has  sold  maintananea  drugs  to  sail  ordar 
pbaxBaciaa,  in  intarstata  coanarca,  at  substantial,  discounts 
(and/or  with  substantial  rabataa)  froa  tha  prica 
eontaaporanaousl/  charged  by  that  Manufacturer  Oafandant  to 
Plaintiffs  (and/or  to  vholastia  distributors  that  siipply  drugs  to 
Plaintiffs)  for  tha  saaa  drugs.  Tbase  diseriainatory  prioas 
and/or  rabatas  ara  n«t  justified  by  any  differing  oathods  or 
quantities  in  which  such  drugs  are  sold. 

Office  of  General  Counsel 
gsf  esnaad  »>  DisegJainatBrr  Priaaa  NARD  ■ 

43.  The  discfijiinatory  prices  charged  by  the 
MAnufaeturar  Oefandant*  have  caused,  and  continue  to  cause, 
substantial  dSMge  to  Plaintiffs  and  to  the  consuaOng  public. 

43.  Plaintiffs  Coapate  with  sail  order  pharBaeies  for 
the  sale  of  brand  naae,  uintenance  prescription  drugs  to 
conauaars.  As  a  result  of  the  favorable,  discriaisatory  prices 
charged  to  aail  ordeir  pharaaoies  by  the  Haaufacturer  Defendants. 
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?lal.nti£ta  hav*  lost  aalas  to  consuaers  and/or  have  h^A   to  cut 
their  oarqins  in  reaponaa  to  tba  unfair  coapetitive  advantage 
«n joyed  by  the  aail  order  phanacies. 

44.  Keraover,  tha  sponsera  of  third-party  plans  select 
tha  entitlaa  that  will  provida  maintananca  drugs  to  plan 
participants  baaed  principally  on  price.  In  soaa  instances,  the 
plan  spox^ors  select  only  a  singla  entity  to  provide  all  of  the 
oaintenanca  drugs  for  all  of  th*  participants  in  a  plan.  As  a 
result  of  the  favorable,  diseriainatory  prices  cbargad  to  aail 
order  phanuoias  by  the  Manufacturer  Defendants/  those  maij.  order 
pharsacies  have  been  able  to  underbid  Plaintiff*  in  the 
coBpatition  for  selection  as  the  sole  provider  of  naintenanee 
drugs  to  third-party  plana.       Ottice  o1  General  ou 

49...  Many  third-party  plana  offer  plan  participants  a 
choice  of  aaintenance  drug  providers.'  ror  example,  a  particular 
plan  may  parait  plan  participants  to  have  maiatanance  drug 
preacriptions  filled  by  Plaintiffs,  by  other  drugstorea,  and  by  a 
sail  order  phazaaey.  As  a  result  of  the  favorable, 
discriminatory  prices  charged  to  sail  order  phantacies  by  the 
tianufaeturer  Defendants,  thoae  aail  order  phazaacies  can  and  do 
dispense  the  drugs  to  plan  participants  at  prices  belov  thoae 
offered  by  Plaintiffs. 

44.  Because  tha  spensen  of  these  third-party  plans 
are  sensitive  to  price  differentials,  the  sponsors  ereete 
financial  disincentives  for  plan  participants  to  choose  to  have 
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their  aaintsnanea  drug  prascriptions  £illed  by  Plaincif2s.   Plan 
sponsors  typically  rtqaire  pl«ii  participancs  to  pay  some  portion 
of  the  prescription  cost  (called  a  "co--payaent")  oftd/or  to 
satisfy  a  deductible  if  they  have  their  prescriptions  filled  by 
Plaintiffs  or  other  dra^steres.   Plan  sponsors  allow  plan 
participants  to  saXe  lover  co-payaents  (or  no  co-^ynsnts  at  all) 
aad/or  waive  the  dedQctihle  if  the  prescriptions  are  filled  by  a 
mail  order  phanecy. 

47.  The  plan  participants,  liJca  the  plan  sponsors 
thsBselves,  are  sensitive  to  price  differentials.  Therefore,  the 
effect  of  these  financial  disincentives  —  which  are  thesselves 
the  result  of  the  faverahle,  disoriainatery  prices  charged  to  the 
luil  order  pharmacies  by  the  Manufacturer  Defendants  -~  is  to 
discourage  plan  participants  from  having  their  prescriptions 
filled  by  Plaintiffs.  Accordingly,  the  Manufaetnrmr  Defendants' 
discriminatory  prices  cause  Plaintiffs  to  lose  significant  sales 


when  both  a  mail  order  pharmacy  and  Plaintiffs  ari^elected  as 


providers  under  a  plan.  f^rfi  o^ 


48.  Zn  other  ihstanees,  the  plan  sponsor  providas  plan 
participants  with  a  dicice  of  having  maintananea  drug 
preseriptiona  filled  Sy  Plaintiffs  or  by  a  mail  extlar  pharmacy, 
but  the  plan  sponsor  reisburses  ths  providsrs,  viMthar  t&sy  be 
drugsteras  or  mall  aider  pharmacies,  at  a  aiagle  price  based  T^on 
ths  avaraga  wheleaala  pries  of  dn^fb.  For  asoapla,  a  particular 
plan  sponsor  say  invite  atoMreua  drugstoras,  as  Mil  as  a  mail 
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orter  pbaraacy,  to  pto^ii*   aainttenance  drug*  uiKl«r  the  plan,  ttut 
with  tii«  proviso  tA»t  th«  iponacr  will  reiaJSurse  the  provid«r  ior 
•«ch  pr«Acrip«iw^  at  th«  rata  e<  th«  averaqa  wholaMl*  pries 
mjmic  a  sp«cifi«d  diado«UTt. 

49.  AM  9.   rasolt  ot   tha  favorahla,  discriminatory 

pticaa  ehargad  to  vail  ordar  pbaraaciaa  by  tha  Manufacturer 

Oafandants,  plan  sponsors  ar«  abla  to  sat  tha  raiobursaaant  pries 

at  a  laval  that,  in  many  iastaneas,  is  at  or  balow  PlaiaHiffs' 

cost  of  acquiring  tha  drugs  froa  tha  Kanufaoturar  Oafandants. 

Consaquantly,  in  aany  iastaneas  Plaintiffs  ara  acooomically 

feracloaad  froa  bidding  to  baeeaa  providars  of  aaintanantfa  drugs 

to  thesa  plans.  Xn  othar  instances,  Plaintiffs  agraa  to  provida 

aaintananca  drug*  td  tha  plan  pirtieipanta ,  but  Plaintiffs  leaa 

profits  on  thesa  salss  baeausa  tha  raiabursaaeat  laval  sat  by  tha 

plan  sponsov  -->  whleh  Is  a  raault  of  tha  favorabla, 

diserialnatory  prieas  ehargad  to  tha  sail  ordar  pbaxaaci*s  by  tha 

Manufaeturar  Dkfaada&ts  —  raquixaa  Plaintiffs  to  au£  thair 

nffireot  General  CouosF 

.argina.  ^"^''"naRO 

S0<  Tha  diserialBatory  prieas  and/or  rabatas  daseribad 
abeva  hava  causM  aitd  contiima  to  causa  significant  hara  not  only 
to  PlalnlUffs,  but  also  to  tha  eonsumlng  public.  Tha 
Nanufaeturar  Dafahdaats'  axelnslen  of  Plaintiffs  and  othar 
drugstoraa  froa  tha  farerabla  prioaa  anjeyad  by  aail  axdar 
phaxaaQiaa  has  lastilatad  tha  aail  ortar  phaxaaeiaa  froa  tha 
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vigoirous  comp«ticion  that  thay  otharviaa  would  face  from 
Plaintiffs  and  others. 

SI.   As  a  result  of  th«  fBvora£l«,  dlscriainatory 
pric«8  charged  to  mail  ordsr  phaxaaeiac  by  tha  Manufacturer 
Defendants,  those  nail  order  pharaaciee  are  currently  able  to 
und«r<-8ell  Plaintiffs  and  others  on  brand  nane  prescription  drugs 
.purchased  froa  the  Kanufacturar  Defendants.  But  the  retail 
prices  charged  By  Bail  order  phasaacies  to  consumers  are  higher 
than  they  vould  be  if  Plaintiffs  and  other  drugstores  were  able 
to  coapete  on  an  equal  footing  vith  the  sail  order  pharaacied. 

NH£R£F0SE,  under  this  Count  I  Plaintiffs  pray  for  an 
Order: 

(a)  declaring  that  the  Kanofacturer  Defendants' 
refusal  to  sell  brand  naae,  aaintenasce  prescription  drugs  to 
Plaintiffs  (and/or  to  vhelesali  distri^tors  that  supply  drugs  to 
Plaintiffs)  at'  the  saae  price  at  which  the  Banuiacturer 
Defendants  sell  the  saae  drugs  to  aail  order  pharmacies  is 


unlawful  under  section  2(a)  of  tha  Robinaon-Patttan  Act,  IS  n.s.c. 

(b)  peraanently  enjoining  the  Manufacturer 
Defendants  Crea  refusing  to  sell  brand  naAe,  AaintananCe 
prescription  drags  to  Plaintiffs  (and/or  to  wholesale 
distributors  that  supply  drugs  to  Plaintiffs)  at  the  saae  prices 
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ftt  wbich  th«  Manufacturer  Oefsndan'Ca  sell  th9   saa«  drags  to  mail 
order  pbarxuciM; 

(c)  awaxding  to  Plaintiffs  three-fold  the  daoages 
•ustained  by  tb«m  as  a  result  of  the  unlavful  conduct  of  the 
Hanufaetnlrer  Defendants; 

(d)  granting  to  Plaintiffs  the  coats  of  suit. 
Interest,  and  reasonchle  attorneys'  fees;  and 

(ei  granting  to  Plaintiffs  such  other  and  further 
relief  ae  aay  be  appropriate  in  the  cireuaa-tanees. 


CQTOI  n  .^.»  Q\  6eneta\  Course. 


Otftce 


H^BO 


tlaiatiffs  Agaiast  the  Maaafaetszer 
Oefeadaats  for  ▼ieiatiea  ef  Seetiea  2(d)  of 
the  BehiaacB-P&taea  &e« 

sa.     this  CooBt  ariees  under  Section  3(d}  ef  the 
Itobinson-PatMn  Kct,   IS  TT.S.C.   i  13(d),   and  is  asserted  fay  all 
Plaintiffs  against  the  Kanufacturer  Defendants. 

S3.  PlaiAtifts  reellege  and  incorporate  herein  by 
reference  the  alle9&tlcm  ot  Paragraphs  1  thxoygh  SI  of  this 
casplaiat. 

94  <     In  addition  to  providing  the  diaeriainatory  prides 
and/or  reMtes  described  in  Paragraph  41  above,  upon  inforaatioa 
and  belief  the  aanuf actorer  befeadtnts  permit  aeil  order 
phaxaaciea  to  obtain  evwi  further  discounts  or  rebatss  in 
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exchange  for  providing  services  to  these  Defendants. 
Specifically «  in  exchange  for  a  oail  order  pharaaey's  agrsemenr 
to  increa»a  its  percentage  sales  of  the  Defendant  Manufacturer's 
brand  naae  drug,  each  of  these  Defendants  has  provided,  and 
continues  to  provide,  special  discounts  and/ or  reb«.^ea  to  the 
nail  order  pharmacy.  This  servica,  hy  which  a  pharsaey  actively 
oarXets  a  particular  brand  naae  drug  that  is  in  competition  with 
another  brand  n«JW  drug  that  the  phaxttacy  also  sells,  is  referred 
to  as  a  "conversion  service."        n«ice  ot  Genera*  Counsel 

NARO 
95.   For  example.  Defendant  SmithKline  entered  into  an 

arrangement  with  a  mail  order  pharmacy,  Defendant  Hedco,  whereby 
Medco  agreed  to  actively  marXat  SmithKline 's  oleer  drug,  Tagamet, 
in  preference  to  a  competing  Ulcer  drug,  Glaxo 's  Zantac.  In 
exchange  for  Medco  increasing  its  pereentsge  sAles  of  Tagamet, 
SmithXline  gave  to  Medco  substantial  further  discoants  and/ or 
rebates  in  addition  to  those  described  in  Paragraph  41  above. 

S6.  Upon  information  and  bslief,  each  of  the 
Manufacturer  Defendsats  has  permitted  mail  order  pharmacies  to 
provide  a  conversion  service  in  exchange  fdt-  additional  discounts 
and/or  rebates  on  the  purchase  of  brand  nstte,  maintenance 
prescription  drugs  from  that  sanoiaeturer. 

St.     Despite  demend,  the  Manufacturer  Defendants  have 
failed  and  refused,  and  eontintte  to  fail  and  refusa,  to  permit 
Plaintiffs  to  provide  conversion  serrices  in  exchange  for 
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discounts  or  rabates  and/ot  to  provide  conversion  services  upon 
the  saae  terms  as  those  offered  to  mail  order  pharaacies. 

58.  The  KUiufacturei'  Defendants'  failure  and  refusal 
to  permit  Plaintiffs  to  provide  the  conversion  service,  ar.d  to 
thereisy  rAceive  discounts  and/or  rehates  on  the  saae  tens  ab 
mail  order  phamacies,  has  caused  haza  to  Plaintiffs  as  alleged 
in  Paragraphs  42  through  49  above,  and  has  insulated  the  sail 
order  phamacies  ttcm   vigorous  coopetition  ftroa  Plaintiffs  and 

others  as  alleged  in  Paragraphs  50  and  51  above.     .  Qg^e^al  Counsel 

N  ARO 

59.  The  discriainatory  exclusion  of  Plaintiffs  and 

other  drugstores  froa  the  conversion  servicA  has  also  insulated 
the  Manufacturer  D«f endants  fraa  vigorous  eoopfftition  aoong 
thsmselvM.  Because  Plaintiffs  and  other  drugstores  do  not 
receive  discounts  froa  the  Defendant  Manufacturers  for  providing 
a  conversion  service,  Plaintiffs  and  other  drUgstarss  lack  a  full 
eeonoaie  incentive  to  aarket  any  particslar  brand  naaa  drug  in 
preference  to  ita  coapetitor. 

60.  thus,  by  limiting  accsas  to  conversion  sarvicea  to 
Bail  order  pharaacias  only,  the  Defendant  Xanufacturers  have 
lessened  eoapatitioA  at  the  soppliar  laval  as  vail  aa  at  the 
ratail  laval.  The  raauit  ia  that  the  constBiitg  public,  those  vho 
buy  froa  aail  order  pharaaciea  as  vail  aa  these  Vtto  buy  froa 
drugatorea,  pay  aora  for  brand  naae,  aaintananca  praaeriptlon 
druga  than  thay  vould  pay  if  the  Plaintifta  and  otSLmv  noh-aail 
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order  pharmacies  vmr*  permitted  te  provide  the  conversion 
service.  ^ 

MHERJETOItE,  Under  this  Count  II  Plaintitfs  pray  for  an 
Order: 

(a)  declaring  that  the  Mamifaccurer  Defendants' 
refusal  to  provide  discounts  and/or  rebates  to  Plaintiffs  in 
exchange  for  conversion  services  vith  respect  to  brand  naae, 
aeintenance  prescription  drugs,  on  the  saae  tetas  on  which  the 
Manufacturer  oefehdlmts  provide  these  discounts  and/or  rebates  to 
mail  order  phantaeies,  is  oniavful  under  Section  2(d)  of  the 
Robinson^Pataan  Act,  iS  u.s.c.  i  13(d);     ♦  GeneTa\  Counsel 

(b)  persanently  enjoining  the  XanuTacturer 
Defendants  froa  refusing  to  provide  discounts  «nd/Or  rebates  to 
Plaintiffs  in  exchange  for  conversion  oervioes  vith  respect  to 
brand  naas,  aaintenance  prescription  drugs,  on  the  saae  tents  on 
vhich  the  Nanufaeturer  DefeMants  provide  those  discount*  and/er 
rebates  to  sail  order  pharaacies; 

(c}  nvardiag  to  Plaintiffs  three-fold  the  daaages 
sustained  by  them  as  a  r««xlt  of  the  unlawful  conduct  of  the 
Manufacturer  Defendants; 

(d)  granting  to  Plaintiffs  the  costs  of  suit, 
interest,  and  reasonable  attorneys'  fees;  and 

(e)  graneiog  to  Plaintiffs  such  ether  and  further 
relief  as  aay  be  approprlat*  in  the  eircuastances. 
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eoDw  m 


PlalatlfM  igaiaat 
Dafaadaat  K*4ee 


61.     This  Count  aris«tf  undar  d«ct:ian  2(f)    of  tha 
Robinsort-patman  Act,    IS  U.S.C.   S  13 (t],   and  ia  assartad  by  all 
Plaintiffs  against  Defandant  lfadca» 

62  ^  Plaintiffs  raallaqa  and  incoxperata  herain  by 
refaranca  tha  allaqatiens  of  Paragraphs  1  through  60  of  thii 
coapiaint.  Ottice  o<  General  Counsel 

M  ARO 

63.  Oafandtnt  Madee  eosipatas  with  Plaintiffs  in 

interstate  coBmarce  for  sala«  of  brand  naaa,  aaintananea 
prescription  drugs  in  tha  Banaar  alleged  in  Paragraphs  43  through 
49  abova. 

64.  opon  information  and  baliaf,  Dttfandant  Nadco  has 
Icnavingiy  induced  and/or  recaivad  from  aanufacturara  of  brand 
naxe,  aaintanance  prascription  drugs  discriainatory  prices  and/or 
rebate*  vhich  are  prohibited  by  Section  2  (a)  of  the  Robinson- 
Pataan  Act,  IS  O.S.C.  i  13(a). 

69.  Specifically,  Oafandant  Kedce  has  knowingly 
induced  and/or  rac«iv«d  froa  mararous  aanuf aoturers ,  including 
tha  Manufacturer  Defendants,  aaintenance  drugs  at  subetantial 
discounts  (and/or  with  substantial  rabAtss)  frcn  t&«  prices 
charged  by  thoea  aaae  aanufaccorars  to  Plaintiffs  (and/or  to 
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wftolasale  dis'cributors  that  supply  drugs  to  Plaintiffs)    for  the 
same  drugs.      These  discriminatory  prices  and/or  reJsatas   are  not 
justified  by  any  differing  aet&ods  or  quantities  in  which  such 
drugs  arc  sold. 

66.      Defendant  Medco's  anlavful  conduct  has  caused,    and 
continues  to  cause,   hara  to  Plaintiffs  in  the  aannetr  alleged  in 
Paragraphs  42  through  49  above. 

WHZREraSZ,  under  this  count  zr£  Plaintiffs  pray  for  an 

order:  ^      ^. 

Otfice  01  General  Counsel 

(a)  declaring  that  Defendant  Mdco's  practice  of 
inducing  and/or  receiving  from  aanufscturers  prices  for  bxtmd 
name,  aaintenance  prescription  drugs  below  those  at  v&ich  those 
ttanufactxxrers  sell  the  saae  drugs  to  Plaintiffs  (and/or  to 
wholesale  distributors  that  supply  drugs  to  Plaintiffs)  is 
unlawful  under  section  2(f)  of  the  Xabinson->P«tasn  Act,  IS  Q.S.C. 
f  U(«); 

(b)  perasnently  enjoining  OefsndaAt  ll*dco  from 
inducing  and/or  rveeivlng  froa  ■snufsoturers  prloss  for  brand 
naae,  aaintenance  prescription  drugs  belov  those  at  wbich  those 
■anufacturars  sell  the  saae  drugs  to  Plaintiffs  (and/or  to 
wholesale  distributers  that  supply  drugs  to  Plaintiff s) ; 

(e)   awarding  to  Plaintiffs  three-fMd  the  daaa^sa 
sustained  by  thea  as  a  result  of  the  unlawful  conduct  of 
OafondSnt  Hsdooi 
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(d)  granting  to  Plaiatl££a  tha  certs  of  suit, 
intaraat,  and  raaaenaJala  attorneys'  faas;  and 

(•)   grmntinq  to  Plaintiffs  such  otJ^ar  and  furthar 
raliaf  aa  may  ba  4pptepriata  in  tha  circuastancae. 

^^  -      Office  o1  General  Ocunsel 

Vlaistiffa  Ag»iJUt  t&a  luavjaoturar 
Saf aadaats  for  violatioa  of  laetiea  1 
of  thm   Slxazaa*  Aatltrttst  Aet 

67.  Ibis  Count  arisaa  undar  Saetion  1  of  tha  Sharaaa 
Xntitruat  Act,  15  U.S.C.  f  1,  and  is  aaaartad  by  all  Plaintiffs 
against  tha  Manufaeturar  Oafandants. 

66.  Plaintiffs  raallaga  and  ineotporata  haraia  by 
r*f«ranea  tha  allagatiens  of  paragraph  1  through  66  of  thia 
Ceoplaint. 

69.  '  BKOs  provida  praseription  drugs  to  thair 
aubsezibars  pursuant  to  ono  of  tha  foHoving  tve  basic  matheds: 

(a)  Tha  iBdapandant  Praetioa  Xasoeiatiea  Kod«l 
HMO  funotians  in  asaaatially  tha  aaaa  aiinnar  as  a  third-party 
plan,  with  tha  HBO  eontraotin^  vith  v«rieus  providars  to  prorida 
both  acuta-oara  asd  aaintananea  draga  to  tha  suj9aerib«ra. 

(b)  Cm  Staff  Hedal  BMO  ovns  and  oparatas  its  eim 
pharaaey  from  vhieh  it  dlspansas  praseription  drags  diroetly  to 
tha  BKO  aubseritoars.  Tha  subscribars  mist  go  to  tha  daaig&atad 
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site  of  th»   HMO  to  obtain  all  a«dieal  s«rvic««,  including  t^a 
filling  o;  prescription*. 

70.  staff  Hod*l  HMOs  purehasa  brand  naaa  prascription 
drugs  nanufactiirad  by  tha  Hanufacturar  Oefandanta  from  vholasala 
distributors. 

71.  Siailarly,  bospitals  and  musing  hooes  also 
purctusa  brand  naaa  praseriptipn  drugs  aanufaeturad  by  tha 
Manufaeturar  Defendants  froa  vholasale  distxibotors . 

72.  Staff  Modal  BMDs,  bespitals,  and  nursing  homas 
that  purchase  brand  naaa  praseriptioo  drugs  froa  tha  Manufaeturar 
Defendants  are  hereinafter  collectively  rafarrad  to  aa  "?avorad 
Purehaaars ,  •  „,_>  r.-.  ■.  ■  .5  -'• 

vertiaal  Coahlnatiaae 

73.  Open  infeaatiea  and  belief,  each  of  tha 
Manufacturer  D^fendanta  has  attt«7«d  into  agraaaants  vith 
vholasala  diatrlbutora  coneamiag  tha  priea  at  which  theae 
distributors  will  sell  that  aasafaetorar'a  brand  naaa  drugs  to 
Favored  Purehaaars. 

T4.  Pursuant  to  thia  arrangaaant,  each  of  tha 
Manufaeturar  Oafandants  has  agraad  vith  Favored  Porehasars  aa  to 
the  prioa  at  vhieh  tha  Favored  Purohaaar  vlll  ba  paraitted  to 
purchaaa  that  oafandaat'a  brand  naaa  draga  fro*  a  vholasale 
distributer.  These  agraaaents  provide  that  tha  Favorad 
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Purchasers  may  pure&as*  tha  OaCandant's  brand  naiu  drugs  at 
substantial  discounts,  in  many  Instaneas  as  wuch  as  SO  parcant 
balev  tba  pries  at  ^rtiich  tha  Osfandant  sails  tha  saas  brand  nana 
drugs  to  Plaintiffs. 

75.  Pursuant  to  agrsamsnts  rafarred  to  as  "eharga-back 

agreeBentSf"  ths  wholssala  distributers  tiav«  agraad  with  aach  of 

tbasa  Dafaiidants  to  eharga  to  tha  ravorad  Purehasars  tha 

discountad  prieaa  nagetiatad  batvaan  thasa  Dafandants  and  tha 

n«,«  01  General  CouoSr 
ravorad  Purehasars.  QWca «'     _ 

N  ^  n  u 

76.  Hhan  tha  Favored  Purohasars  purchase  tb«  drugs 
£roB  the  vholasala  distributers  (at  the  prices  agreed  to  by  the 
Manufacturer  Defendants) ,   the  wholesale  distributezs  fill  the 
orders  from  their  own  inventory  of  goods  to  which  thay  have 
previously  takan  title  froa  tha  Xanufacturer  Defendants. 


77.  Pursuant  to  the  charge-back  agraeaent,  the 
wholeaale  distbrihuter  "eharges^back*  or  inveioes  the  llanufaeturer 
Defendant  for  the  difference  between  the  aaount  that  the 
diatributer  paid  the  Manuf aetorsT  Oefendaat  far  the  drugs  aztd  the 
discounted  aaguat  (negotiated  between  the  Manufacturer  Defendant 
and  the  Favored  Purchaser)  at  which  the  distirlhator  eeld  the 
drugs  to  the  Favored  Purchaser,  plus  a  feel  the  Xanufaeturer 
Defendant  then  pays  or  credits  that  aaount  to  the  distributer, 

7t.  me  Nasufacturer  OefaadaBta  have  eeoaoaieally 
coerced  the  Hheleaale  dl«trlhuters  into  p«rtielp«tlng  in  the 
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enarg«-b«6Jc  arrang«m«its.  Beeausa  the  prices  n«gotiat«d  batvaan 
tha  Manufaeturar  Oe£aadanta  and  tha  Faverad  Purehaaars  ara  balov 
tha  distributors'  coats  of  acquiring  tha  drugs  from  tha 
Manu2aeturar  oaSendants,  tha  distributors  ara  aeonomieall/ 
foreclesa4  from  sailing  tha  drugs  to  tha  Pavorad  Purehasars 
axeapt  through  the  eharga-baelc  arrangamants. 

79.  Dpcn  information  and  baliaf ,  aach  of  tha 
Manufaeturar  Oafandants  has  antarad  into  such  eharga^aolc 
agraamants  with  vholasala  distributors  as  to  salas  of  brand  nasa, 
prascriptien  drugs  to  Favorad  Purchasars. 


80.  Tha  charga-baek  agraaaants  aro  in  unraaaeaabl* 

Otftce  01  General  Co^r^sei 


restraint  of  trada. 


gagi«eBtal  eBabHi»t<,oB« 


NARD 


81.  Open  Infezaation  and  belief,  the  Kanufaeturer 
oef andanta  have  acted  in  oeneart  in  failing  to  extend  to 
Plaintiffs  the  discounted  prices  that  they  have  extended  tQ  the 
Favored  Purchasers  through  the  aeehanism  of  the  oharge-baeJc 
agreements. 

88.  Qpon  iBforaatien  and  belief,  the  Manufacturer 
Defendant*  have  also  acted  in  eenoert  in  precluding  vholesale 
distrihuters  Croa  engaging  in  arbitrage,  JL*A*«  from  ueing  the 
rebates  or  credits  received  from  salee  to  Favored  Purchasers  to 
lover  the  prices  at  vhich  they  sell  tUe  same  drugs  to  Plaintiff* 
and  other  nea-favored  purebasers.  Because  the  wholesale 
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dlstriJsutora  are  «ntitl«d  under  tba  cbarga-baclc  agr*«a«nts  to 
r*c*iv»  zatunia  ox   credits  only  for  sales  to  the  Favored 
Purchasers  eutd  only  in  an  aaount  necessary  to  make  the 
distributors  "whole,"  the  charge-baclc  agreeaeats  necessarily 
prevent  the  wholesale  distributors  froa  using  the  refunds  or 
credits  received  froa  the  Manufacturer  D«f endAZVts  to  lower  the 
prices  at  which  the  distributors  sell  the  saae  dru^s  to 
Plaintiffs  and  to  other  non-favored  purchasers. 

83.  The  action*  of  the  Kanufaoturer  Defendants  are  in 
unreasonable  restraint  of  trade,  > 

ffjf,  ^,^..d  to  Plaintiffs  0WC8   ^^^0 

84.  The  eharge-baek  aqreeaaate  between  the 
Ittnuf acturer  Defendants  and  the  wholesale  distributers  have 
resulted  in  ravored  Purchaser*  payiaj  artificially  low  prices  for 
their  purchases  of  brand  uaa»,   prescription  drugs  aaaafactured  by 
these  Defendants. 

85.  Because  the  diseeunts  enjoyed  by  the  7avored 
Purchasers  are  eharged-bacJc  by  the  distributers  to  the 
Manufacturer  Defendant*,  thoee  Defendants  have' sottght  to  maintain 
their  overall  profit  margins  by  charging  correspondingly 
artifloially  high  price*  for  the  same  drugs  sold  to  disfavored 
purchasers,  such  as  independent  drugstere*  and  chain  drugstores, 
Including  Plaintiff*. 
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86.  ■  Th«  rasUlt  o£   th«  joint  and  several  conduce  ai  the 
Manuf  aetiurat  Catendants  in  antarin?  into  char^a-bacK  agraamants 
with  w&dlAsala  distributors  baa  baan  to  causa  Plaintiffs  to  pay 
artificially  high  pricaa  for  drugs  aanufaeturad  by  tha 
Manufaeturar  Oafandanta. 

HKEBZFORE,  ondar  this  Count  tv  Plaintiffs  pray  for  an 
Ordar: 

(a)  declaring  that  tha  charge-back  agraaaants 
entered  into  batvaan  tha  Hanufaeturar  Oafandanta  and  vholaaala 
diatribators  as  to  sales  of  praaoription  drags  to  staff  Modal 
BKOs,  hoapltais,  and  nursing  hones  are  unlawful  under  Section  1 
of  tha  Sherman  Antitrust  \ct,  15  tJ.S.c.  |  l»    QWce  O' ^*  __ 

(b)  paraanantly  enjoining  the  Kanufaetorer 
Defendants'  froa  continuing  such  eharge-baok  agreaaanta  or 
entering  into  aueh  agraeaents  in  tha  future  i 

■  *    ' 

(e)  daolaring  that  tha  conoartad  action  batvean 

and  aaong  tha  Masufaeturar  Defendants  in  failing  to  extend  to 

Plaintiffs- tha  diaooonted  prices  that  those  Dafaadants  hava 

asctended  to  Staff  Modal  RMOa,  hospitala,  and  nursing  heaas  ia 

Unlawful  under  Section  1  of  the  Sheraan  Antitrust  Act,  15  tr.S.C. 

I  i; 

(d)  declaring  that  tha  ooneartad  action  batwaaa 
and  aaong  thA  Manufacturer  Defendanta  in  precluding  wholesale 
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distriDul^ers  from  •n9&ging  in  arbitrag*  is  ujilavful  undar  Section 
1  of  th»   Sbarman  Antitrust  Aot,  15  U.S.C.  i  I: 

(•}  p«raan«ntly  •njoining  th«  Hanufaeturar 
Mf endanta  from  continuing  such  eoneaxtsd  action  and  from 
angagln?  la  sueb  eeocortad  aotian  In  tha  futura; 

(f)  avarding  to  Plainti£2a  thraa-fold  tha  daaagaa 
■uataii^  by  thas  m  a  rasult  of  tha  ualavful  conduct  of  tha 
Manufacturar  Oafandanta;  (;ev\ft^^^  ^°^^* 

(g)  granting  to  Plaint  if  fa  tha  eoata  of  suit, 
intaraat,  and  raaaonahla  attoxnaya'  faaai  and 

(h)  granting  to  Plalntlf fa  auoh  ethar  and  furthar 
rnliaf  aa  oay  ba  approprlata  In  tha  clreuastaneaa. 

SfiSBX-Z 

Plalatiffa  Against  tha  itwtufaetarar 
•    Oafandanta  Vez  vtelatieh  of  saetlea  a (a) 
of  tha  Bahlaaaa^iataaa  hot 

87.  Thi*  Count  arisaa  undaz  saction  3  (a)  of  tha 
Reblnsen-Patsan  Act.  IS  n.S.C,  i  19(a),  and  ia  .aaaartad  by  all 
Plalntlf  fa  againat  tha  Nanufaeturar  Oafandanta. 

•t.  Plalntlf  fa  raallaga  and  Ineozporata  haxalh  by 
raf  aranca  tha  allagatioaa  of  Paragrapba  1  through  86  of  thla 
Complaint. 
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a9r««a«nts,  the  Xanuf&eturer  Oafandants  bava  arraagad  for  StAfC 
{lodal  KNOs  -^  both  i^or-profit  and  net-£er»pre£lt  St».tt  Modal 
BMOa  <"-   to  purehaaa  tha  Nanufaoturar  Oafandant*'  brand  nama 
praaerlptian  drugs  at  prieas  that  ara  aignifieaatly  dlaeountad 
from  tha  prieas  at  which  tha  Manufaetorar  Oafandanta  aalj.  tha 
saaa  dngs  to  Plaintiffs  (and/ 07  to  vholasala  distributors  that 
supply  drugs  to  Plaintiffs) .  Tt*   prieas  at  vhieh  tha  staff  Modal 
HMOs  purehaaa  tha  drugs  ar«  sat  by  tha  Xanufacturar  Dafandants, 
xwt  by  tha  irtiolasala  distributer*  • 

90.  Tha  farerabla,  discriainatory  priea*  sada 
availabla,  diraetly  or  indiraetly,  by  tha  Kannfaeturar  Dafandants 
to  Staff  Nodal  BXOs  ar*  not  justif lad  by  any  diffaring  aathods  or 
quantitiaa  in  which  such  drugs  ara  sold.      ^  Gewe^a^  ^°^ 

91.  Plaintiffs  empata  with  Staff  Hodal  BMOa  for  salas 
of  brand  naaa,  praseriptien  drugs  to  eensuaars. 

f 

92.  Plaintiffs  bava  lest,  and  eontinaa  to  losa,  s&las 
to  oensuBsrs  as  «  rasult  of  tha  joint  and  asvaral  eonduet  of  tha 
Kanuf aeturar  Dafandants  in  eharging  di«erijaiaa^rily  farerabla 
priCM  to  tt*ff  nodal  HMD*. 

wiSEgxron,   ui^ar  this  Count  ▼  Plaintiffs  pray  for  an 
Ordar« 

(a)  daelaring  that  tha  Hanufaeturar  Dafandants' 
rafuaal  to  aall  brand  nana  prascariptlon  drug*  to  Plaintiffs 
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(and/or  to  vjioI«saI«  distributors  that  supply  drugs  to 
Plaistiffa)  at  tba  saaa  priea  at  vhlch  th«  ManuSaetorar 
Defandanta  maJca  tha  saaa  drugs  available  to  Staff  Modal  BKOs  is 
uniawful  undar  Saetlon  a  (a)  of  tha  Rebinson-'Patman  Act,  X5   U.S.C. 
i   13(a); 

(b)  paraanantly  an  joining  tha  (Caaufaeturar 
Oefandants  froB  rafuaing  to  sail  brand  nasa  praaeriptien  drugs  to 
Plaintiffs  (an4/or  to  vholasala  distributers  that  supply  drugs  to 
Plaintiffs)  at  tha  saoa  prieas  at  which  tha  Kanufacturar 
Oafandants  maJca  tha  sasa  dru9s  available  to  Staff  Medal  BKDa; 


(e)  awarding  to  Plaintiffa  three-fold  the  damages 
sustained  by  than  aa  a  raault  of  tha  unlawful  c«ndi:ct  of  tha 
Kanufacturar  Dafeadantsi  ,  Q.ewe^^ 

(d)  granting  to  Plaintiffs  tha  coats  of  suit, 
interest,  and  raaaonabia  attorneys'  fees;  and 


(a)  granting  to  Plaintiffs  such  othav  aM  furthar 
raliaf  aa  say  be  appropriate  in  the  eircusstancas. 

eoPiiT  yr 

Plaintiff*  ftgaiast  All  Oafaadaata  rer 

Onfair  ceapatitie^ 

93.     TSda  Ceont  arises  under  the  coaaon  lav  and  is 
assarted  by  aU  Plaintiffa  against  all  Defendants. 
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94.  9l4iatiffs  rMU«9«  aatt  ineorpormt*  haraln  by 
xmtvemnom  tha  •llagatieaa  ee  Part^raphs  l  tteouga  92  of  ttiim 
Ceaplalae. 

95.  By  th«  acta  alla^ad  is  Para^rapha  1  through  92 
abova,  Oafandanta  have  an9a9ad,  and  ara  continuing  to  angaga,  in 
individual  and  eencarted  eouraaa  of  conduct,  tha  purpoaa  and 
aSfact  of  vhieh  hava  haan,  and  ara,  to  put  plaintiff  a  at  a 
aignif leant  and  unfair  cospatitiya  diaadvantaga. 

9C.  Aa  a  raault  of  tha  Oafandanta'  eonduet,  Plaintiff* 
hava  auatainad,  and  continua  to  suatain,  aignificant  daaaga. 

97.  Tha  conduct  of  tha  Oafandanta  haa  baan,  and  i«, 
willful,  wanton,  and  in  raeklaaa  diaragazd  of  tha  rights  of 
Plaintiff*.  .  aeoe^^  ^ 

WBatzrORS,  undar  thia  count  VX  Plaintiff  a  pray  for  an 
order: 

(a)  declaring  that  Oefendasts  have  violated  the 
cosikon  lav; 

(b)  pazaanantly  enjeialng  the  unlawful  conduct  at 
the  oefendantB) 

(9)  awarding  to  Plaintiffa  the  daaagea  sustained 
by  thaa  as  a  raault  of  the  unlawful  condnot  of  the  Defendants; 

(d)  awarding  to  Plaintiffs  exeaplary  dana^aui; 
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(•)      gr&nting  to  Plainci£ts  tha  coses  o£  waiz, 
lnt«r««i:,    and  r«a«onabl«  attorneys'    Cms;   *nd 

(f)      granting  to  Plaintiff*  aucij  other  and  fmrthT 
r«li«r  *»  Bay  b«  appropriata  in  th«  circuauitaneea . 


jtiht  DgMMro 

98.     PlaiJttiCfa  dwnand  trial  by  jury  on  all  cl»ia«  Cor 
which  th«ra  la  a  right  to  a  jury  trial. 


Ci^' 


v^*^ 


<^,^/i,   ll^AMs^ 


Ariin'K.    Adams 

I.D.    No.    02601 

Ira  P.  Tigsr 

Z.D.    Mo.    033S9 

SCUHADBl,    EULKRISOK,    SXOXI. 

fc   LEWIS 
Suit*    3600 
1600  MarXat  Str««t 
Philadslphia,    PX  l»103-*a52 

(21S)    751-aOOO 


Morsy  M.  Myars 

Z^D.    No.    08406 

Stava  D.   Shadowaa 

1.0.    No.    41953 

SCHHAOEB,    HAtUUSOM,    SEGAL 

6   LEWIS 
suit*    700 

30  North  "Siixd  Strast 
aarriajBurg,   PA  17xoi-X7a3 

(717)    a31»4000 


Attomays  for  Plaiatlffa 
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lAW  OTTZCES  OF  JOSEPH  L.  ALIOTO 

JOSEPH  L.  ALIOTO,- ESQ. ,  (State  Bar  No.  017089) 

ANGELA  M.  ALIOTO,  ESQ.,  (State  Bar  No.  130328) 

650  California  Street,  25th  Floor 

San  Francisco,  California  94108 

Telephone:   (415)  434-2100 


FUKTE,  FAHRNER  k   MASOM 

FREDERICK  P.  FURTH,  ESQ 

THOMAS  R.  FAHRNER,  ESQ. 

201  Sansome  Street 

San  Francisco,  California   94104 

Telephone:   (415)  433-2070 


(State  Bar  No.  038438) 
(State  Bar  No.  050471) 


LYKN  S.  CARMAK,  ESQ.  (State  Bar  No.  028860) 

Pharmacy  Defense  Fund 

146  Mariner  Green  court 

Corte  Madera,  California  94925 

Telephone:  (415)  459-5265 

Attorneys  for  Plaintiff 
Bacon-Normandi  Corporation 
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UNITED  STATES  DISTRICT  COURT 
NORTHERN  DISTRICT  OF  CALIFORNIA 


BACON-NORMANDI  CORPORATION, 
D/B/A  LAWSON-DYER  PHARMACY,  a 
California  corporation,  on 
behalf  of  itself  and  all  others 
similarly  situated, 


Plaintiff, 


vs. 


MEDCO  CONTAINMENT  SERVICES, 
INC.;  MCKESSON  CORPORATION, 
BERGEN  BRUNSWIG  DRUG  COMPANY, 
INC.;  BRISTOL-MYERS-SQUIBB; 
FOREST  PHARMACEUTICAL,  INC.; 
RHONE-POULENC  RORER;  SCHERING- 
PLOUGH; 

Defendants. 


CASE  VO. 

CLASS  ACTION 

COMPLAINT  FOR: 

(1)  VIOLATIONS  OF  THE 
ROBINSON-PATMAN  ACT 

(2)  VIOLATIONS  OF  SECTION 
2(a),  CLAYTON  ACT  (15 
U.S.C.  §13(a)) 


(3)   PRICE  DISCRIMINATION 


(JURY  TRIAL  DEMANDED) 
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l!      Plaintiff,  on  behalf  of  himself  and  all  others  similarly 

2J  situated,  bring  these  proceedings  under  the  provisions  of 

3  Section  4  of  the  Clayton  Act  (15  U.S.C.A.  15)  for  violations  of 

4i  2(a)  of  the  Clayton  Act  (15  U.S.C.A.  §  13(a)),  the  Robinson- 

5  Patnan  Act  to  secure  damages  (15  U.S.C.  S15)  and  injunctive 

6  relief  (15  U.S.C.  §26)  for  defendants'  practices,  carried  on 

7  jointly  and  separately,  of  discriminating  in  price  between 

8  plaintiff  and  plaintiff's  competitors  who  sell  pharmaceuticals 

9  to  patients  or  retail  customers  in  the  same  markets. 


10 

II 

12 

13 

U 

15 

\6 

17 

18 
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21 
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Z. 
DESCRIPTION  07  THE  PARTIES 

1.   Plaintiff  Bacon-Kormandi  Corporation  (hereinafter 
"Plaintiff"),  a  California  corporation,  is  a  retail  pharmacy 
distributing  prescription  pharmaceuticals  in  Mill  valley, 
California  under  the  name  of  Lawson-Dyer  Pharmacy.   Steven 
Bacon,  his  father  and  mother  have  operated  the  pharmacy  for 
over  50  years  and  have  continuously  operated  that  business  to 
the  present.   Plaintiff  is  no  vagrant  class  representative. 
For  3  0  years  the  family  have  been  active  officials  of  various 
associations  of  community  retail  pharmacists  which  have  been 
struggling,  lobbying  and  litigating  to  correct  or  ameliorate 
the  offenses  hereinafter  alleged. 
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1  2.    Medco  Containment  Services,  Inc.  ("Medco")  of 

2  Montvale,  New  Jersey,  is  a  Delaware  corporation  and  is  hereby 

3  made  a  defendant  herein.   Medco  designs  and  manages 

i  prescription  drug  benefit  plans  allegedly  to  control  plan 

5  sponsors'  costs.   Through  its  mail-service  pharmacies  the 

6  company  delivers  prescription  drugs  nationwide  to  the  homes  of 

7  sponsors'  plan  participants  and  the  general  market  of  retail 

8  customers  at  a  lower  cost  than  is  generally  available  through 

9  retail  pharmacies  although  its  prices  remain  high  and 

10  non-competitive  by  reason  of  the  offenses  hereinafter  alleged. 

11  As  of  September  1,  1992  Medco  provided  mail-service 

12  prescription  drug  programs  through  112  pharmacies  in  nine 

13  states.   Within  tha  past  two  weeks  Merck  &  Company,  the  world's 

14  largest  drug  company,  announced  that  it  will  acquire  Medco  Cor 

15  $6  billion.   The  acquisition  in  the  context  of  the  facts 

16  alleged  in  this  complaint  violates  the  Federal  Antitrust  Laws, 

17  Section  7  of  the  Clayton  Act  and  Section  1  of  the  Sherman  Act. 

18  (15  U.S.C.  S18;  15  U.S.C.  §1)   Medco's  1992  sales  were  $1.81 
'^  billion;  its  net  profits  $102.53  million.   Merck's  1992  sales 

20  were  $9.65  billion;  its  net  profits,  $2.45  billion.   From  1988 

21  to  1992  Medco's  sales  increased  from  $600  million  to 

22  $1.81  billion.   In  the  same  period  Merck's  sales  soared  from 

23  $6  billion  to  $9.66  billion. 


U 
25 
26 


3.   Bergen  Brunswig  Drug  Company,  Inc.  ("Bergen")  is 
hereby  made  a  defendant  herein.   Bergen  is  a  wholesaler  of 
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1  pharmaceuticals  and  other  drug  store  items.   It  has  a  regional 

2  office  in  San  Jose,  California  and  transacts  business  on  a 

3  regular  basis  throughout  California  and  the  United  States. 

4  Approximately  42*  of  its  pharmaceutical  business  is  with 

5  community  pharmacists  such  as  plaintiff  and  the  members  of  the 

6  proposed  class. 
7 

8  4.   Bristol-Myers-Squibb  ("Bristol-Myers"),  a  Delaware 

9  corporation,  is  hereby  made  a  defendant  herein.   Bristol-Myers 

10  is  the  world's  second  largest  pharmaceuticals  concern,  with 

11  important  drugs  in  key  cardiovascular,  ant i- infective, 

12  anticancer  and  other  areas.   It  also  has  significant  sales  in 

13  infant  nutritiohals,  over-the-counter  medications,  medical 

U  devices  and  toiletries.   Net  sales  for  fiscal  year  ending  1992 

15  were  $11.15  billion. 

16 

17  s.   Rhone-Poulenc  Rorer  ("Rorer")  of  Collegeville, 

18  Pennsylvania  is  hereby  made  a  defendant  herein.   Rorer  produces 

19  a  wide  range  of  prescription  and  over-'Wie-counter  drugs,  and 

20  operates  in  all  major  world  pharmaceutical  markets,  including 

21  in  the  interstate  commerce  of  the  United  States.  Rorer 's  net 

22  gales  for  1992  were  $4,1  billion.   Rorer  sells  to  retailers, 

23  hospitals,  HMOs  and  mail  order  houses  in  the  United  States  on  a 
2*   regular  basis  through  wholesale  drug  companies  and  directly. 

25 
26 
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1  6.   Schering-Plough  ("Schering")  of  Madison,  Kew  Jersey 

2  is  hereby  made  a  defendant  herein,   schering  is  a  leading 

3  international  manufacturer  of  prescription  and  over-the-counter 
4 1  drugs.   Schering  sells  in  interstate  commerce  to  retailers, 

5  hospitals,  HMOs  and  mail  order  houses  in  the  United  States  on  a 

6  regular  basis  through  wholesale  drug  companies  and  directly. 
7 

8  7.    Forest  Pharmaceuticals,  Inc.  ("Forest"),  a  subsidiary 

9  of  Forest  Laboratories,  Inc.  of  St.  Louis,  Missouri,  is  hereby 

10  made  a  defendant  herein.   Forest  is  a  leading  international 

11  manufacturer  of  prescription  drugs.   Forest  sells  in  interstate 

12  commerce  to  retailers,  hospital,  HMOs  and  mail  order  houses  in 

13  the  United  States  on  a  regular  basis  through  wholesale  drug 

14  companies  and  directly. 
15 

16       8.    McKesson  Corporation  ("McKesson")  of  San  Francisco, 
California  is  hereby  made  a  defendant  herein.   McKesson  is  a 

18  wholesaler  in  interstate  commerce  of  pharmaceuticals  and  other 

19  drug  store  itwas.   It  distributes  pharmaceuticals  throughout 

20  the  United  States  to  community  pharmacists  such  as  plaintiff 
and  members  of  the  proposed  class. 

/  /  /  / 
/  /  /  / 
/  /  /  / 


21 
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1 1  II. 

i 

2  ClABB   ACTION  ALLEGATIONS 

3 

4  9,   Plaintiff  brings  the  claims  alleged  herein  as  a  class 

5  action  pursuant  to  Rule  23b(2)  and  23b(3)  of  the  Federal  Rules 

6  of  Civil  Procedure  on  behalf  of  himself  and  all  others 

7  similarly  situated.   The  Class  entities  consist  of: 

8 

9  Community  retail  pharmacists  throughout  the 

United  States  (including  pharmacists  who 

10  maintain  mini-chains  of  stores  with  ten 
locations  or  less)  who  have  purchased  any 

11  prescription  pharmaceutical  over  the  past 
four  years. 

12 

13 
U 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
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10.  This  action  is  properly  maintainable  as  a  class 
action  for  the  following  reasons: 

(a)  On  information  and  belief,  the  class  consists  of  over 
3f,000  entities  and  hence  is  so  numerous  that  joinder  of  all 
class  members  is  impracticable. 

(b)  There  are  questions  of  law  and  fact  common  to  the 
members  of  the  class  and  there  is  a  need  for  a  uniform  remedy 
regarding  the  matters  alleged  herein. 

(c)  The  claims  of  the  plaintiff  are  typical  of  the  claims 
of  the  members  of  the  proposed  class,  and  the  plaintiff  will 
fairly  and  adequately  represent  and  protect  the  interests  of 


261 


1  the  proposed  class.   Plaintiff  has  been  and  remains  a  long-time 

2  activist  in  the  trade  associations  which  have  sought  to  correct 

3  or  ameliorate  the  offenses  hereinafter  alleged.   The  plaintiff 

4  has  no  interests  antagonistic  to  those  of  the  remainder  of  the 

5  class.  The  plaintiff's  attorneys  are  qualified,  experienced 

6  and  able  to  conduct  the  proposed  litigation. 
7 

8  (d)   The  questions  of  lav  and  fact  common  to  members  of 

9  the  proposed  class  predominate  over  any  questions  affecting 
10  only  individual  members. 

11 

12  (e)   A  class  action  is  superior  to  other  methods  for  the 

13  fair  and  efficient  adjudication  of  the  claims  here  asserted, 

1^  and  no  unusual  difficulties  are  liJcely  to  be  encountered  in  the 

15  management  of  this  class  action.  The  likelihood  of  many  of  the 

16  individual  class  members  prosecuting  separate  claims  is  remote. 
17 

18  (f)   Defendants  have  acted  or  refused  to  act  on  grounds 

19  generally  applicable  to  all  members  of  the  proposed  class, 

20  thereby  making  injunctive  relief  wit>   espect  to  the  class  as  a 

21  whole  an  effective  remedy. 

23        (g)   The  prosecution  of  separate  actions  by  individual 
2^   class  members  would  create  a  risk  of  inconsistent  or  varying 
adjudications  and  might  b<   lispositive  of  the  interests  of 


25 


2*   other  class  members  who  are  not  parties  to  those  adjudications 
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or  may  substantially  impair  or  impede  their  ability  to  protect 
their  interests. 

III. 
KELZVAKT  0PSSATX7E  FACTS 

11.  There  are  approximately  60,000  comnunity  pharmacies 
in  the  United  States,  employing  more  than  112,000  community 
pharmacists,  who  dispense  over  2  billion  subscriptions  per 
year. 

12.  It  is  essential  to  the  preservation  of  a  competitive 
community  pharmacy  marketplace  that  widespread  price 
discrimination  by  manufacturers  of  prescription  drugs  be 
eliminated  because  the  favored  buyers  compete  with  community 
pharmacists  for  the  same  group  of  customers. 

13 .  A  graphic  example  of  the  spread  between  the 
independent  pharmacy  acquisition  costs  and  the  mail  order 
acquisition  costs  as  disclosed  in  1992  from  McKesson-Robbins 
invoices  is  as  follows: 


1 

Product 

Ind .  Pharmacy 

Acquisition 

Cost 

Supplier 

Mail  Order 

Acquisition 

Cost 

Aerobid  Inhaler 
System,  7  gm 

$33.61 

Forest  Lab 

§2.58 

Albuterol  Sol. ,  3 
ml  U/D,  25 

25.70 

Schering 

12.81 

- 
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Levothroid  Tab. , 
300  meg,  100 

28.02 

Rorer 

9,79  1 

M.T.E.  5  Cone. 
10ml,  10 

192.32 

Lyphomoll 

21.68  1 

Proventil  Inhaler 
Ref.,  17  gm 

17.47 

Schering 

12.54 

Proventil  Inhaler 
Ref.,  17  gm 

16.10 

Schering 

11.56 

Theo»Dur  SA  Tab. , 
300  mg,  500 

106.55 

Key 

58.28 

Theo-Dur  Sprink 
Cap.  2  00  mg,  100 

17.91 

Key 

9.80 

Thyroid  Tab. , 
3  gr,  1000 

200.43 

Rorer 

20.09 

Thomalate+ 
Nebulizer,  15  ml 

22.86 

2.63 

Banoap  HC  Cap, 
500 

254.80 

Forest 

18.59 

14.   The  50  drugs  most  frequently  used  in  office  practice 
in  the  United  States  are  listed  in  Exhibit  A  attached  hereto. 
Virtually  all  of  these  most  frequently  used  drugs  have  been 
sold  under  the  discriminatory  prices  hereinafter  alleged. 


X5.      Published  prices  for  prescription  drugs  in  the  United 
States  do  not  reflect  discounts  and  rebates.  A  study  in  1992 
(attached  hereto  as  Exhibit  B)  reflects  the  wide  variance  in 
discounts  off  list  prices. 

16.   The  market  share  of  pharmaceutical  sales  in  the 
United  states  by  trade  channel  is  approximately  as  follows: 


23 
Z4 
25 
26 
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1  I  ^'  Dollars 

2 

3  Conaunity  Pharaacitts  61.2  $30.2 

4  Hospitals  23.0  11.4 

5  Kail  Order  Companies  5.9  2.9 

6  HMOs  (staff  nodel)  2.4  1.2 

7  other  7.6  .  3.78 

8  100.10  49.48 
9 

10  17.   Branded  pharmaceutical  prices  in  the  United  states 

11  showed  a  constant  artificial  upward  trend  in  the  past  decade 

12  while  generic  product,  sold  by  many  independent  manufacturers, 
1^  which  are  therapeutically  interchangeable,  showed  a  downward 

14  trend.   Price  competition  among  equivalent  generics  is  intense 

15  as  against  the  limited  competition  among  branded 

16  pharmaceuticals.   This  limited  competition  is  the  result,  in 

17  part,  of  defendants'  illegal  acts  charged  herein  including 
their  maintenance  of  wide  discrepancies  in  prices  charged 
plaintiff  and  its  competitors  which  are  not  justified  by  costs 
or  value-added  function  nor  the  meeting  of  competition. 


18 

19 

20 

21 

22 1       X8.   A  study  comparing  1987  and  1992  discounting  across 
pharmaceutical  distribution  channels  is  appended  hereto  as 
Exhibit  C.   It  discloses  what  defendants  know;  namely,  that  the 
discriminatory  discount-rebate  activity  in  the  distribution 
channels  for  brand-name  pharmaceuticals  has  increased 
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1  significantly  in  recent  years.  Not  only  the  level  of 

2  discounting  but  also  that  portion  of  the  market  receiving 

3  deeper  discounts  -  to  plaintiff's  prejudice  -  has  increased 

4  substantially. 
5 

6  IV. 

7  OFFENSES 
8 

9  19.   Beginning  at  least  in  1983  and  continuing  up  to  date, 

10  the  manufacturing  defendants,  the  wholesaler  defendants  and  t^e 

11  nail  order  defendant,  separately  and  in  conspiracy  with  each 

12  other,  engaged  in  massive  schemes  of  price  discrimination, 

13  secret  rebates  and  kicX-backs  involving  favored  and  disfavored 
1^  competing  for-profit  retailers  in  the  interstate  sale  of 

12  prescription  pharmaceuticals,  which  price  differences  were  not 

16  cost-justified  or  functionally- justified  and  which  had  the 
intended  effect  of  substantially  restraining  and  lessening 
competition  and  tending  to  create  monopoly  in  the  interstate 
sale  of  prescription  drugs  and  of  raising  their  price  to  the 

20  consumers  to  high  and  artificial  levels,  all  in  violation  of 

21  Section  2(a)  of  the  Clayton  Act  (15  U.S.C.  S  13(a)). 
22 

23       20.   The  aforesaid  schemes  and  conspiracy  consisted  of  a 

^  concert  of  action  between  individual  wholesalers  and 

25  manufacturers  to  grant  price  differences  of  30%  to  50%  and  in 

26 


17 
18 
19 


75-090  0-94-10 
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1  some  sales  up  to  904  off  list  prices  to  favored  buyers  such  as 

2  the  defendant  Kedco. 
3 

4  21.  The  means  and  methods  used  by  defendants  to  implemen-- 

5  the  aforesaid  schemes  and  conspiracy  included,  inter  alia,  the 
^  following: 
7 

8  (a)  Manufacturers  granted  large  and  substantial 

9  unjustifiable  price  discriminations  to  plaintiff's  for-profit 
competitors  who  were  mail  order  houses,  hospitals,  HMOs  and 
various  types  of  clinics  which  sold  prescription  drugs  to  the 
sane  groups  of  patients  and  customers  for  whose  favor  plaintiff 
and  all  other  community  pharmacists  competed; 

(b)   In  some  cases  the  wholesaler  gave  the  customer  a 
•acret  discount  on  the  ingredient  component  of  the  sale  price, 
and  in  turn  was  given  a  secret  rebate  by  the  manufacturer  equal 
to  the  discount; 


^         .   (c)   In  other  cases  the  wholesaler  billed  at  one 

2^  price  and  thereafter  the  manufacturer  would  make  a  secret 

^  rebate  to  the  favored  customer  directly  with  the  knowledge  and 

^  connivance  of  the  %molesaler;  and 
24 

^  (d)   Independently  and  cumulatively  of  the  foregoing, 

^*  the  wholesaler  would  give  its  favored  customer  a  discotuit. 
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1  rebaHe  or  kick-back  in  respect  to  the  non- ingredient  conponent 

2  of  the  sale; 
3 

4  (e)   Discounts,  rebates,  charge-backe  and  kick-backs 

5  in  the  millions  ot  dollars  were  involved  therein  and  kept 

6  secret  from  the  trade. 
7 

8  22.  The  defendants  did  those  things  which  they  schemed  - 

9  and  conspired  to  do,  and  granted  massive  price  discriminations 
10  to  plaintiff's  competitors  which  by  their  own  admissions  could 
n  not  be  justified  by  cost  saving,  economies  of  scale  or  true 

12  functional  differences,  and  many  ef  plaintiff's  customers-^ 

13  stopped  dealing  with  plaintiff  and  other  community  pharmacists 

14  by  reason  thereof. 
15 

1*       23.   In  addition  to  the  extraordinary  price  differences 
charged  to  plaintiff  as  against  plaintiff's  competitors;  the 
defendants  collaborated  in  granting  substantial  but  lesser 
price  discriminations.  to.-plaintiff's  chain"  store  competitors 

20  using  the  same  schemes  and  conspiracies  and  the  elements 

21  thereof,  as  previously  alleged. 
22 

23  24.   Each  of  the  defendant  manufacturers  was  cognizant  of 

24  the  fact  that  the  inevitable  and  intended  result  of  their 

25  rampant  price  discriminations  was  to  create  among  virtually  all 
^   manufactvirers  a  two-price  system  with  community  pharmacists 


17 
18 
19 
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1  i  subsidizing  the  extraordinary  low  prices  of  the  favored  buyer 

2 1  by  the  extraordinary  high  prices  they  paid.   By  at  least  tacit 

3  understanding  among  all  of  the  defendant  manufacturers,  with 

4  the  collaboration  of  the  wholesalers,  the  two  price  system 

5  compelling  community  pharmacists  to  pay  the  higher  prices  was 

I 

61  deliberately  and  consciously  maintained.   This  concert  of 

7\  action  among  the  manufacturers  to  maintain  so  disparate  a 

flj  spread  between  community  pharmacist  prices  and,  e.g. ■  Medco's 

9  prices,  stratifies  high  price  levels  to  the  consumer,  as 

10  intended  by  defendants. 

11 

12  25.   The  proposed  acquisition  by  Merck  of  Medco  for 

13  S6  billion  creates  a  trust  in  violation  of  Section  7  of  the 
Clayton  Act  (15  U.S.C.  §18)  and  the  contract  to  acquire  Medco 

15  is  a  contract  in  restraint  of  trade  which  violates  Section  1  of 

16  the  Sherman  Act  (15  U.S.C.  §1) 
17 


18 

19 
20 
21 


23 
24 
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26.   In  many  instances  the  prices  charged  to  favored 
customers  such  as  Medco  were  below  cost,  but  they  were 
subsidized  by  the  unreasonably  higher  prices  charged  to 
community  pharmacies,  such  as  plaintiff,  which  constitute  about 


^   60%  of  the  market. 


I  I  I  I 

I  I  I  I 

I  I  I  I 

I  I  I  I 
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1  IV. 

2  EFFECTS  OF  TBE  OFFEHSBS 

3 

4  27.   The  clearly  foreseeable  and  therefore  intentional 

5  effects  of  the  offenses  heretofore  stated  include,  inter  alia. 

6  the  following: 
7 

8  (a)   independent  conununity  pharmacies,  including 

9  plaintiff,  have  been  subjected  to  a  price  squeeze  between  their 

10  costs  and  the  competitive  sales  prices  they  charged,  causing 

11  many  of  them  to  lose  customers  or  go  bankrupt  or  sell  their 

12  stores  to  defendants'  favored  customers  at  distress  prices; 
13 

14  (b)   Independent  community  pharmacies,  including 

15  plaintiff,  suffered  loss  of  customers  to  favored  buyers  and 

16  have  lost  substantial  profits  that  otherwise  would  have  been 

17  made  in  a  market  free  of  defendants  massive  price 

18  discriminations; 

19  _  ,  „  .  _      _„.„^^ 

20  (c)   Prices  to  customers  for  prescription  drugs  have 

21  been  raised  to  high  and  artificial  levels  because  the  favored 

22  customers,  such  as  Medco,  did  not  pass  on  the  lower  costs  to 

23  customers  but  priced  their  products  just  under  the  umbrella  of 

24  the  higher  prices  necessarily  charged  by  community  pharmacists 
because  of  the  discriminatory  prices  they  paid  to  wholesalers 
and  manufacturers; 
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1  (d)   The  plaintiff's  business  was  damaged,  his 

2  customers  were  diverted,  his  profits  were  diminished  and  the 

3  resale  value  of  his  store  was  substantially  lessened  by  reason 
i-  of  the  violations  herein  alleged,  which  were  the  proximate 

5  cause  of  plaintiff's  injury.  Due  to  those  violations, 

6  plKlntiff  is  in  immediate  danger  of  losing  his  business,  which 

7  he  has  continuously  maintained  for  30  years.   Community 

8  phiumacists  throughout  the  country  have  similarly  suffered. 
9 

^0       28.  The  pharmaceutical  manufacturers,  wholesalers  and 
11   favored  retailers  are  well  aware  of  these  effects,  and  in 

p2irticular  each  has  knowledge  that  the  substantial  lower  prices 
of  the  favored  customers,  such  as  Medco,  are  not  being  passed 
on  to  consumers.   Instead,  the  higher  prices  which 
manufacturers  force  community  pharmacists  to  pay  act  as  an 
umbrella  under  which  the  favored  buyers  can  raise  their  prices 
to  levels  just  below  the  community  pharmacists;  thus  earning 
extraordinary  profits  while  they  injure  the  disfavored  buyers. 
Medco's  CEO,  e.g. .  received  compensation  in  1992  of 
approximately  $30,000,000.   In  addition  he  is  slated  to  receive 
$60,000,000  for  making  the  Merck  deal.   These  amounts 
constitute  monopoly  profits  directly  derived  from  the  offenses 
herein  alleged. 
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29.  The  spread  between  Medco's  cost  and  Medco's  price  is 
so  great  that  Medco  is  enabled  to  sell  and  does  sell  some  of 
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1  its  pharDaceutlcals  tio  other  corporations  and  to  sone 

2  wholesalers  at  lower  prices  than  the  wholesalers  can  get  from 

3  the  manufacturer  when  community  pharmacists  are  the 

4  wholesaler's  buyers. 
5 

6  30.   The  entire  pricing  systems  of  manufacturers, 

7  wholesalers  and  favored  buyers  create  a  web  of  artificial, 

5  distorted  and  unnatural  market  conditions  driven  by  the 
9   enormous  spread  between  prices  for  favored  buyers  and  prices 

for  disfavored  buyers  for  identical  pharmaceuticals.   Two 
effects  have  resulted:   consumers  suffer  high  and  artificial 
price  levels,  and  the  business  of  community  pharmacists  is 
damaged  or  destroyed  by  diversion  of  their  customers  to  the 
favored  buyer.   But  for  the  distortions  created  by  price 
discriminations,  the  market  in  prescription  drugs  for  consumers 
would  be  closer  to  a  weighted  average  of  accjuisition  costs  by 
all  buyers  with  due  allowance  for  cost- justified  differences, 
plus  a  competitive  meurk-up  for  gross  profit  margins,  a  level  of 
prices  substantially  below  the  artificial  meirket  caused  by  the 
offenses  herein  stated. 
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^       31.   The  ultimate  effects  of  the  price  discriminations; 

^   alleged  herein  include  the  following 
24 

^  (a)   Consumer  prices  for  prescription  drugs  are  at 

^   high,  non-competitive  levels  forcing  many  of  the  elderly,  the 
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1  uninsured  and  the  poor  to  go  without  prescription  drugs  or  to 

2  limit  their  use  to  dangerous  levels; 
3 

4  (b)   Community  drugstores  are  being  forced  out  of 

5  business  at  an  alarming  rate,  though  they  serve  a  unique 

6  function  in  the  delivery  of  prescription  drugs  on  a  personal 

7  basis  through  long  relationships  with  the  elderly  and  the  sick; 
8 
9  (c)   The  favored  buyers  and  the  drug  manufacturers 

10  are  realizing  monopoly  profits  because  of  the  offenses  herein 

1)  stated.   A  nondiscriminatory  price  in  a  competitive  market 

12  place  would  force  down  the  price  of  prescription  drugs  to  at 

least  a  weighted  average  of  the  legal  acquisition  cost  of  all 

buyers  plus  a  competitive  mark-up. 
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1^       32.   The  plaintiff  and  the  proposed  class  have  been 

1^   damaged  as  a  proximate  cause  of  the  offenses  alleged  in  this 

complaint  and  they  are  in  danger  of  losing  their  business. 

Many  independent  community  pharmacists  have  been  similarly 
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^   damaged,  and  some  have  been  forced  out  of  business  by  reason  of 
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the  price  discriminations  herein  alleged.   Unless  these  price 


22  discriminations  are  effectively  enjoined,  the  community 

23  pharmacists  including  plaintiff,  and  the  marketplace  in 

U\ 


pharmaceuticals,  will  suffer  irreparable  damage. 
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33.   Plaintiff  and  conmunity  pbamacists  throughout  tha 
United  States  have  been  damaged  in  both  lost  revenues  and  in 
the  difflinution  of  the  value  of  their  businesses  as  a  going 
concern . 

P&AYEK  FOR  RELZET 

«B£RBFORE,  FLAIHTIST  PRAYS  AS  70I.L0W8: 

1.   That,  pursuant  to  Rule  23  of  the  Federal  Rules  of 
Civil  Procedure,  a  class  be  certified  as  defined  in  paragraph  9 
herein. 

■  2 .   That  the  price  discriminations  alleged  herein  be 
adjudged  to  be  illegal,  and  that  a  preliminary  and  permanent 
injunction  be  issued  to  enjoin  einy  price  differences  between 
plaintiff  and  his  competitors  and  between  said  class  and  their 
competitors  unless  justified  by  economies  of  scale,  volume  or 
_^yalue-added  function. as-px'<>vided -in  Section  2(a)  (d)  and  (e)  of 
the  Clayton  Act. 

3.  That  plaintiff  receive  for  his  damages  the  sum  to  be 
determined  at  trial  according  to  the  proof  trebled  as  required 
by  law. 
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4.  That  judgment  for  actual  damages  be  entered  for  said 
class  in  an  amount  to  be  determined  according  to  the  proof,  and 
that  said  eunount  be  trebled  as  required  by  law. 

5.  That  plaintiff  receive  an  award  for  an  attorneys'  fee 
and  costs  of  litigation  as  provided  by  law;  and 
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6.   That  the  Court  order  such  other  and  further  relief  as 
shall  be  just  and-  equitable. 


DATED:   August  11,  1993 


Respectfully  submitted, 

LAW  OFFICES  OF  JOSEPH  L.  ALIOTO 

JOSEPH  L.  ALIOTO 

ANGELA  M.  ALIOTO 

650  California  street,  Suite  2500 

San  Fra^cisco,  California  94108 


FURTH,  FAHRNER  &  MASON 

FREDERICK  P.  FURTH 

THOMAS  R.  FAHRNER 

201  Sansome  Street 

San  Francisco,  California -^4104 


By:' 


FREDERICK  P.  FURTH 

LYNN  S.  CARMAN 

Pharmacy  Defense  Fund 

146  Mariner  Green  court 

Corte  Madera,  California  94925 

Telephone:  (415)  459-5265 


By: 


LYN^S.  C 


ftl    *     (jttA/H-tA 


LYNK'  S.  CARMAN 
Attorneys  for  Plaintiff 
Bacon-Normcindi  Corporation 
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JOKY  TRIAL  DEMAND 
Plaintiff  respectfully  demands  a  trial  by  jury  on  all 
issues  so  triable. 


DATED:   August  11,  1993 


Respectfully  submitted, 

LAW  OFFICES  OF  JOSEPH  L.  ALIOTO 

JOSEPH  L.  ALIOTO 

ANGELA  M.  ALIOTO 

650  California  Street,  Suite  2500 

San  Francisco,  California  94108 


FURTH,  FAHRNER  6  HASON 

FREDERICK  P.  FURTH 

THOMAS  R.  FAHRNER 

201  Sansome  street 

San  Francisco,  California  94104 
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Freedom  of  Choice 


State  B 

y  State 

. 

T»(Mty-tliree  states  have  freedom  of  clioice  laws,  10  lia»e  legislabon  pending,  and  17  ha»e  none  at  all.  Here  is  a  state-by-state  renew. 

Alabama 

yes.  Law  enacted  as  part  of  insurance  code.  Catrien 

not  restrict  consumer  choice  of  pharmacy. 

cannot  restnct  consumer  choice  of  pharmacy. 

Nebraska 

Alaska 

No. 

sive  use  of  mail  order.  Pending  legislation  would  prohibit 

Arizona 

No. 

discriminatory  copays. 

Arkansas 

Yes.  Carriers  cannot  restrict  consumer  choice  of  pharma- 

Nevada 

No. 

cy.  However,  HMOs  are  eiempted. 

New  Hampshire 

Yes.  HMOs  cannot  restrict  consumer  choice  of  phannacT. 

Califomia 

No. 

New  Jersey 

Pending.  Legislation  would  prohibit  restricting  conswMr 

Colorado 

No. 

choice  of  pharmacy. 

Connecticut 

Yes.  Enacted  as  part  of  insurance  code.  Carriers  cannot 

New  Medco 

No. 

restnct  consumer  choice  of  pharmacy;  however.  HMOs 

New  Vorfi 

Pending.  Legislation  would  prohibit  closed  networfu  and 

are  eiempted.  Indemnity  plans  and  HMOs  cannot  require 

mandatory  use  of  mail  order. 

the  use  of  mail  order. 

North  Carolina 

Pending.  Legislation  would  prohibK  restricting  consumer 

Delaware 

No. 

choice  of  pharmacy. 

Flonda 

Yes.  Enacted  as  part  of  state  health  care  reform  padi- 

North  Dakota 

Yes.  Enacted  as  part  of  insurance  code.  Carriers  cannot 

age.  Cameis  cannot  restrict  consumer  choice  of  phar- 

Ohio 
Oklahoma 

restrict  consumer  choice  of  phamacr. 

No. 

Pending.  Legislation  would  prohibit  restricting  caosumer 

Georgia 

macy. 

Yes.  Law  enacted  as  part  of  insurance  code.  Use  of  mail 

order  cannot  be  required,  and  earners  may  not  restrict 

choice  of  pharmacy  and  mandatory  use  of  mai  order. 

consumer  choice  of  pharmacy.  Companies  using  mail 

Oregon 

Pending.  Legislation  would  prohibit  all  providen,  eicept 

I 

order  plans  may  not  impose  discriminatory  copays. 

HMOs  wrth  In-house  pharmaaes,  from  restricting  con- 

Hawaii 

No. 

sumer  ciMice  of  pharmacy. 

Idaho 

Yes.  Enacted  as  part  of  Insurance  code.  Carrien  may  libt 

PennsyWania 

Pending.  Legislation  would  prohibit  restiricting  cansoner 

restrict  consumer  choice  of  pharmacy.  Eidusive  use  of 

choice  of  pharmacy  and  use  of  dlscriminatiMT  copays. 

mail  order  and  discnmmatory  copays  cannot  be  imposed. 

Rhode  Island 

Illinois 

No. 

order  must  give  patients  ttie  right  to  use  local  pharma- 

Indiana 

No. 

cies. 

Iowa 

Yes.  Enacted  as  part  of  Insurance  code.  Eidushie  use  of 

South  Carolina 

Pending.  Legislation  would  prohibit  cairiers  from 

mail  order  plans  cannot  be  Imposed. 

resbicting  consumer  choice  of  pharmacy. 

Kansas 

No. 

South  Dakota 

Yes.  Carriers  cannot  restrict  consumer  ehoict. 

Kentucky 

No. 

Tennessee 

Yes.  Enacted  as  part  of  insurance  code.  Carriers  who 

Louisiana 

Yes.  Enacted  as  part  of  Insurance  code.  Carriers  may  not 

offer  mad  order  cannot  restiict  consumer  choice. 

require  use  of  mail  order  plans,  and  cannot  impose  dis- 

Teias 

Yes.  Law  prohibiting  restriction  of  consumer  choice  of 

criminatory  copays. 

pharmacy  expires  In  July;  pending  legislation  wotdd  con- 

Maine 

Yes.  Carriers  carniot  restrict  choice  of  pharmacy;  howev- 

tinue freedom  of  choice. 

er.  PPOs  and  the  state's  Dnigs  for  the  Elderiy  program 

Utah 

Yes.  Carriers  may  not  require  use  of  an  out-of-state 

are  eiempted. 

pharmacy: 

Maryland 

Yes.  Enacted  as  part  of  Insurance  code.  Carriers  may  not 

Vermont 

No. 

impose  discriminatory  mail  order  copays. 

Virginia 

Yes.  PPOs  cannot  restrict  consumer  choice  of  pharmacy. 

Massachusetts 

Pendint  Legislation  would  prohibit  restricting  consumer 

However,  ttie  law  was  recentiy  ruled    constitiitional  by 

choice  of  pharmacy:  however,  HMOs  with  inhouse  phar- 

the  state  Supreme  Court 

maaes  would  be  eiempL 

Washington 

Pending.  Legislation  would  prohibit  carriers  from 

Michigan 

Pending.  Legislation  would  prohibit  restricting  consumer 

resbicting  consumer  choice  of  pharmacy. 

choice  of  pharmacy  and  use  of  dlscrimmatory  copays  or 

West  Virginia 

No. 

deductibles. 

Wisconsin 

Y^.  Enacted  as  part  of  insurance  code.  Carriers  cannot 

Minnesota 

No. 

restiict  consumer  choice  of  pharmaqr,  caniers  offering 

MIssissiopi 

No. 

mail  order  cannot  impose  discriminatory  copays  or 

Missouri 

Yes.  Carriers  cannot  restrict  consumer  choice  of  pharnia- 

deductibles,  and  cannot  mandate  udusive  use  of  mal 

' 

cy.  Eidusne  use  of  mail  order  cannot  be  required. 

order,  HMOs  witii  in-house  pharmacies  art  eiempt 

Montana 

i 

Wyoming 

ties.  PPOs  cannot  rtstiict  consumer  choice  of  phannaciL 

NAMtJomnml    •    Jmmr  1993 
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Au9u«t  3,    1990 

The  Ronorfbl*  J«ek  ■rooka 

Chairman.   Ceonltta*  on  tht  Judiciary 

onltad  Stataa  HeuM  of  xapraaontatlvc* 

0«ar  Mr.  Chalrmni 

yea  rtquast«4  OAO  to  atudy  tho  typ«»  pravalane««  and  Inpaet  of 
aulti-tlarad  prleinf  praetleaa  for  praaerlptiea  druga  of 
cartaia  pharaaeautleal  aaBofaetarara.  Such  praetleoa  raault  In 
varlooa  typ«f  of  euateaora  (heapitala>  hoalth  Baiataaaaea 
erfanlaationa.  ratall  pharnaelaa)  paying  dlffarant  prleaa  for 
tha  aaaa  drug.  During  dlaeuaaioaa  with  ceaalttta  staff  w« 
agraad  to  eencontrata  our  afforta  en  obtaining  praaerlptiea 
drug  pricing  Informatlea  by  euatoaar  typa. 

During  tha  ceuraa  of  our  work  «fa  contacted  II  oanafacturara  of 
praaeription  druga  (sea  ancloaura) .  Thaaa  aanufacturara 
accounted  for  •  of  tha  leading  10  and  If  of  tha  leading  30 
preeeriptloa  drgga  aeld  la  tha  Onltad  Stataa  during  1919 «  All 
eleven  manufaeturera  denied  oar  request  for  preeeriptloa  drug 
pricing  data,  ceapaay  efflelala  were  eeaeeraed  about 
dlaeloalna  iaferaatlea  vhiob  they  eenaldar  proprietary, 
lecause  the  Banofaeturarfl  would  net  provide  ua  tha  pricing  data 
needed  to  anawer  year  ragueet  we  have  agreed  with  aeabcra  of 
your  ataff  to  dlscentlnue  our  efforts. 

in  addltloa  to  the  manufacturers »  we  also  raguested  drag 
pricing  data  frea  preeeriptloa  drag  wholesalers,  lewever,  doe 
to  clauses  la  their  ceatraets  with  aaaafaoturers  thst 
prohibited  discleslog  prieiag  data  to  third  parties*  the 
Mhelesslers  wers  prevented  frea  veluatarily  releaalag  pricing 
data  to  as. 

zf  we  can  bs  of  say  ether  assistaacs  ia  this  astter*  plesss 
aak. 

flaeerely  Yeara, 


ii^tk  V.  Nadei 

Asaeeiate  Director  for  astioasl 
and  Public  Bealth  zssuss 


■aeleaure 
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ENCLOSURI 


LIST  OP  THI   PRBSCRIPTION  ORUS 
MAWUPACTDMS   GAP   COWTACTZD 


Aaarlean  Hom«  Products  Corporation 

Burroughs  Nsllcea*  Co. 

CZIA-GBZOY  Cerperstloo  Phsraaeautle*!  Olvlslen 

Qlase  Ine. 

ZCZ  Pharaaeoutlesl  Group 

Marion  Laboratorias>  inc. 

Norrcll  Dow  pharniaeautlcal  Ine. 

Parka-Oavia 

pflsar  Ine. 

Smith  Rlina  t  franeh  Uberaterla* 

Tha  Upjohn  Coapany 
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ONt  MUNOIKD  n*ST  CONOWtS 

Congress  of  the  Idnited  States 

iiinuc  of  lUprcscitariDts 

COMMrTTEE  ON  THI  JUOICIANY 

2137  lUrtuaa  m«um  0*Ma  tuiioHW 

W««MM«Tea.  DC  20t1l-«aia 

Jun*  22,  1919 


Honorabl*  Charlca  A.  Bovsbar 
Coaptroll«r  General 
U.S.  c«n«ral  Accounting  Of flea 
441  C  Straat,  N.W. 
Washington,  D.C.    20S4S 

Oaar  Ganaral: 

Z  an  writing  to  raquast  ttaat  tha  GAO  iaaadiataly  conduct  a 
study  into  tha  typa  and  pravalanea  of  "mltl-tiar"  pricing 
practicas  by  cartain  pharBacautieal  manuf acturars .  Sucto  pricing 
practicas  aay  ba  violativa  ot  thm  anti-diaeriaination  provisions  of 
tha  Robinaon-Pataan  Act. 

Zneraaaingly,  Z  and  ethar  Maabars  of  this  Ceaaittaa  hava 
racaivad  coaplaints  froa  ratall  pharaaciaf  froa  around  tha 
country  that  drug  coapaniaa  ara  charging  vidaly  disparate  prices  to 
different  "retailers"  for  tha  saaa  class  of  prescription  druga. 
The  pharaaeists  contend  that  such  conduct  is  net  protaetad  by  any 
of  tha  anuaeratad  exceptions  to  tha  Rebinson-Pataan'a  ban  on 
discriainatory  prieiag. 

Of  particular  eencam  is  tbs  eharga  that  aanufaeturars  ara 
banding  tha  "classes  of  trade"  eoncapt  of  tha  Act  to  their  own 
purpoaas  ao  as  to  "tsehnically"  avoid  antitrust  violations.  Undax 
the  Act,  aanafaetarars  ara  raqolrad  to  sail  goods  at  tha  aaaa  pric& 
to  all  eustoaors  within  tha  saaa  "class  of  trade,"  but  ara 
paraittad  to  charge  differently  to  saparata  elaaaas  of  trade. 
Thua,  ths  Act  weald  parait  a  wholasalar,  wbieh  parfozas  different 
services  than  a  retailer,  to  purehasa  goods  at  a  pries  different 
than  that  offered  a  retailer.  Tha  preblaa  raisad  is  whether  such 
"elaaaas  of  trade"  ara  truly  distiaet  or  whether  tbay  ara  spurious 
claaaifications  that  aask  prehitoitad  discriaination.  Tha  growth 
"repaekagars,"  who  often  sell  drugs  to  physieiana  for  subaeguent 
in-house  diapansing  to  patients,  has  raeaatly  been  a  focus  of 
concern  in  the  area  of  diaeriainatery  pricing  practicas  of 
preacription  drugs,  other  groups  allagad  to  have  received 
preferential  pricing  treataant  frea  pharaacautical  coapaniaa 
include  aail  order  firas,  and  fer^refit  pharaacias  connected  with 
HMOa,  hoapitala  and  nuraing  hoaas. 
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rrom  a  consuaar  standpoint,  it  is  sysantial  that  tha  Comaitt«« 
have  information  as  to  whattiar  ths  allsqsd  multi-tisr  pricing 
activity  has  tha  affact  oC  panalizing  so-callad  "unprotactad" 
patiants  (thosa  not  coainq  undar  tha  uabralla  of  madical  providar 
groups  such  as  KMOs)  by  having  thaa  off sat,  through  highar  pricas, 
tha  savings  racaivad  by  racipiants  of  "aanagad  haalth  cara." 
Nowhara  in  tha  Act  is  tha  prohibition  against  discrimination 
dapandant  on  tha  status  or  affiliation  of  a  particular  purchasar. 

Civan  thasa  cencams,  I  raquast  tha  GAO  to  invastigata  tha 
axtant  and  incidanca  of  multl-tlar  pricing  practlcas  in  tha  currant 
economy  of  madical  cara  provision.   Zn  conducting  this  study,  Z 
want  tha  CAO  to  idantify  with  spaclflclty  tha  dlffarant  typas  of 
multi-tiar  practlcaa  that  currently  axlst,  with  particular  focus  on 
how  such  practlcaa  may  attempt  to  clrcuavant  tha  "classes  of  trade" 
concept  in  the  Robinson-Pataan  Act.   Attention  should  also  be 
directed  to  tha  type  of  contractual  arrangaaants  that  may  have  been 
"extracted"  by  manufacturers  from  retail  pharmacists. 
Additionally,  Z  want  tha  GAO  to  idantify  thosa  "unprotected" 
groups  which  aay  ba  subject  to  higher  chargas  as  a  result  of  lower 
prices  charged  to  protected  maatoars  of  aanagad  haalth  cara  and 
estimate  the  amount  of  additional  costs  incurred  by  unprotected 
consuaars  as  a  result  of  disparate  prlcin9  by  drug  coapanies.   The 
so-called  protected  beneficiarias  of  aanagad  haalth  cara  should 
also  ba  idantiflad.   Finally,  Z  raquast  that  tha  GAO  develop 
eatiaatas  of  tha  aconoale  eonsaquaneaa  of  aultl-tlar  pricing  upon 
tha  national  cost  of  haalth  cara,  particularly  as  to  its  effects  on 
various  classes  of  consuaars  (e.g.,  children,  tha  elderly,  and 
patients  with  chronic  and  non-chronic  Illnesses) ,  as  well  as  its 
effects  on  the  cost  of  govemaent-provided  health  care  (e.g.. 
Medicare,  Medicaid,  payaents  to  govemaent  workers,  retirees,  and 
military  dependents) .   Zn  this  ssae  regard,  inferBation  has  been 
submitted  to  the  Coaaittee  Indicating  that  in  the  past  10  years, 
manufacturers  have  raised  their  drug  pricas  by  an  average  of  311 
percent,  while  during  the  saae  period,  retail  prescription  prices 
have  risen  an  average  of  2 SI  percent.  Z  would  want  to  Icnow  what 
the  projected  consequences  aay  be  for . consuaars  if  this  pattern 
continues  in  tha  next  S  years. 

Bacauaa  of  the  nuaber  and  intensity  of  coaplaints  received,  Z 
would  lika  a  eoaplete  response  from  the  General  Accounting  Office 
within  90  days  so  that  the  Subcoaaittee  on  Zeonoaic  and  Ceaaercial 
Law,  which  Z  chair,  can  proaptly  deteraina  whether  further 
legislative  oversight  or  action  is  neeaasary. 

Mith  best  wishes. 

Sinearaly, 


^aaizaan 
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MR.  BROOKS'  QUESTION  FOR  THE  RECORD  FOR  MR.  VAGLEY 

Question:   As  you  know,  H.R.  9  would  remove  the  antitrust 
exemption  only  as  to  four  specified  offenses:   price  fixing, 
market  allocation,  unlawful  tying,  and  monopolization.   We  added 
this  limitation  to  the  bill  in  1988,  in  response  to  the  insurance 
industry  requests  for  more  certainty.   Could  you  please  explain 
why,  in  recent  discussions,  the  AIA  appears  not  to  favor  this 
approach? 

AIA  has  difficulties  with  the  structure  of  H.R.  9  for 
two  reasons.   First,  H.R.  9  would  require  that  every  antitrust 
action  against  insurers  be  brought  as  a  "per  se"  violation  of  the 
Sherman  Act,  thereby  precluding  the  courts'  use  of  the  more 
flexible  "rule  of  reason"  analysis  and  denying  insurers  an 
opportunity  to  justify  any  alleged  restraint  as  being  reasonable 
under  the  circumstances.   This  problem  arises  because  the  bill 
lists  four  categories  of  per  se  antitrust  offenses  for  which  the 
insurance  industry  would  be  liable  —  price  fixing,  market 
allocation,  unlawful  tying,  and  monopolization.   Thus,  the  only 
way  to  bring  an  antitrust  action  against  insurers  is  to  bring  it 
as  a  "per  se"  case. 

While  we  understand  that  the  intent  of  H.R.  9's  struc- 
ture was  to  be  a  limited  repeal  or  modification  of  McCarran,  the 
result,  though  unintended,  is  just  the  opposite  by  repealing 
McCarran  and  subjecting  insurers  to  greater  antitrust  liability 
than  any  other  industry.   Because  virtually  any  antitrust  case 
can  be  characterized  as  one  of  H.R.  9's  four  per  se  violations, 
courts  will  be  inclined  to  apply  the  rigid  "per  se"  test  rather 
than  to  dismiss  an  action,  which  would  be  the  only  other  option 
available  to  the  court. 

Second,  H.R.  9  repeals  the  state  action  doctrine  with 
regard  to  the  "business  of  insurance."   This  is  true  because  the 
antitrust  laws  would  apply  to  the  "business  of  insurance"  regard- 
less of  whether  that  business  is  or  is  not  regulated  by  state 
law.   Under  H.R.  9,  federal  antitrust  law  would  apply  to  the 
"business  of  insurance"  to  the  extent  that  it  is  not  regulated  by 
state  law  or  that  it  involves  one  of  the  four  enumerated  "per  se" 
categories  of  conduct.   Thus,  for  activities  falling  into  those 
categories,  H.R.  9  would  apply  federal  antitrust  law  even  if  the 
activity  is  regulated  under  state  law.   If  the  antitrust  law  is 
applied  to  conduct  regardless  of  state  regulation,  then  the  state 
action  doctrine  can  have  no  application.   In  other  words,  that 
doctrine  would  be  effectively  repealed  as  to  the  insurance 
industry  alone.   This  concern  is  shared  by  the  Department  of 
Justice.   Its  November  18,  1991  letter  to  Congressman  Brooks 
stated  in  pertinent  part: 

The  Department  is  concerned  that  the 
language  of  H.R.  9  is  ambiguous  as  to  whether 
the  bill  would  effectively  preempt  state 
regulation  that  would  constitute  state  action 
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exempt  from  the  operation  of  the  antitrust 
laws  under  established  judicial  prece- 
dent. .  .  .   The  Committee's  [on  the 
Judiciary]  report  addressed  the  ambiguity 
regarding  the  scope  of  state  action  protec- 
tion in  the  section-by-section  analysis  ac- 
companying the  bill.  .  .  . 

We  believe  attempts  to  deal  with  the 
state  action/preemption  issue  by  means  of 
legislative  history  are  inadequate.   Courts 
are  not  required  to  consult  legislative  his- 
tories in  all  instances,  and  will  do  so  only 
if  there  is  ambiguity  on  the  face  of  the 
statute.   While  we  believe  such  ambiguity 
exists,  it  is  not  so  apparent  as  to  ensure 
that  the  intent  of  Congress  will  necessarily 
be  discerned  by  courts  by  resort  to  legisla- 
tive history.   Thus,  we  believe  that  anv 
ambiguity  with  respect  to  the  application  of 
the  state  action  doctrine  to  the  business  of 
insurance  must  be  eliminated  from  the  bill 
itself.   [Emphasis  added;  footnote  omitted.] 

The  Justice  Department  expressed  similar  reservations  about 
H.R.  9's  predecessor,  H.R.  2727,  in  a  July  20,  1988  letter  to 
Congressman  Hamilton  Fish,  Jr.   AIA  believes  that  true  modifica- 
tion of  McCarran  that  eliminates  antitrust  protection  except  for 
specifically  enumerated  safe  harbors  governing  essential  collec- 
tive activities  is  possible,  but  we  do  not  believe  that  it  can  be 
achieved  within  the  current  structure  of  H.R.  9. 
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REPOBLICAM  MEMBERS  QUESTIONS  FOR  THE  RECORD 

Questions  for: 

Robert  E.  Vagley,  President,  American  Insurance  Association 

(1)  Because  your  Association  is  comprised  of  the  larger  prop- 
erty/casualty companies,  is  it  correct  to  assume  that  your 
members  have  less  need  for  the  jointly  collected  and  shared 
actuarial  data  than  other  property/casualty  companies?  Are 
some  of  your  members  in  a  position  where  they  can  rely  on 
their  own  actuarial  data  —  that  is,  data  which  they  them- 
selves generate? 

The  American  Insurance  Association  is  comprised  of  both 
large  and  small  property  and  casualty  insurers.   In  the  context 
of  the  H.R.  9  debate,  market  share  in  a  particular  line  for  a 
specific  geographic  area  is  far  more  important  than  the  overall 
size  of  the  insurer.   Moreover,  insurers,  regardless  of  size,  use 
shared  actuarial  data  to  augment  their  claims  base.   The  avail- 
ability of  such  reliable  actuarial  data  is  invaluable  in  the 
development  of  sound  actuarial  analyses.   Access  to  industry-wide 
actuarial  data  also  enables  companies,  regardless  of  size,  to 
develop  a  suitable  information  base  to  enable  them  to  enter  new 
geographic  markets  or  lines  of  business  with  greater  confidence, 
thereby  promoting  competition.   Larger  insurers  typically  employ 
their  own  actuaries  to  develop  critical  actuarial  data  based  on 
their  company's  own  experience.   However,  this  does  not  preclude 
the  need  for  reliable  industry-wide  data,  which  can  be  used  to 
improve  the  statistical  accuracy  of  their  own  actuarial  analyses. 

(2)  Some  have  alleged  that  the  AIA  position  on  the  McCarran- 
Ferguson  Act  reflects  the  fact  that  your  members  would 
likely  benefit  (i.e.,  an  increased  market  share)  from  any 
consolidation  or  downsizing  in  the  property/ casualty  indus- 
try.  How  do  you  respond  to  this  arg\unent? 

AIA's  only  goal  on  McCarran-Ferguson  is  to  end  the 
acrimonious  debate  on  the  law  in  a  way  which  preserves  protection 
for  critical  industry  collective  activities.   To  achieve  that 
goal,  AIA  has  proposed  a  modification  of  McCarran-Ferguson  that 
would  establish  safe  harbors  for  four  essential  business  activi- 
ties:  (1)  data  collection  and  analysis;  (2)  standardized  forms; 

(3)  joint  underwriting  and  pooling;  and  (4)  fire  inspections. 
For  all  other  activities,  all  federal  antitrust  principles 
(except  for  the  Federal  Trade  Commission  Act)  would  fully  apply. 
These  safe  harbors  are  intended  to  protect  the  essential  collec- 
tive activities  involving  both  large  and  small  property  and 
casualty  insurers,  while  at  the  same  time  responding  to  the 
legitimate  concerns  of  the  current  law's  critics.   We  do  not 
believe  that  our  proposed  legislation  would  have  any  negative 
effect  on  the  market  success  of  individual  companies. 
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(3)   Could  you  describe  the  "standardization  of  forms"  issue  that 
is  presented  by  the  language  contained  in  H.R.  9?   How  would 
AIA  propose  to  resolve  this  issue  in  the  legislative  con- 
text? 

H.R.  9  provides  no  antitrust  protection  for  the  stan- 
dardization of  forms.   By  contrast,  AIA's  proposed  modification 
would  establish  a  specific  McCarran  safe  harbor  for  collective 
activity  by  insurers  and  insurer  organizations  in  developing, 
preparing,  and  using  standardized  forms.   The  availability  of 
standardized  forms  helps  consumers  comparison  shop;  eases  the 
regulatory  burden  on  state  insurance  departments;  and  helps 
establish  a  common  understanding  among  insurers,  the  courts, 
regulators,  and  the  public  about  what  policies  do  and  do  not 
cover.   Moreover,  without  standardized  forms,  it  would  be  virtu- 
ally impossible  to  obtain  useful  actuarial  data  about  claims  and 
costs,  thereby  substantially  increasing  the  risk  that  pricing 
would  be  inaccurate. 


(4)   Could  you  also  discuss  the  concept  of  "risk  pooling"  and 

make  suggestions  to  the  Subcommittee  as  to  how  it  should  be 
dealt  with  in  this  legislation? 

AIA's  proposal  includes  a  safe  harbor  covering  joint 
underwriting  and  pooling  for  the  purpose  of  spreading  risk  or 
sharing  risks.   The  industry  participates  in  a  wide  variety  of 
voluntary  risk  pooling  and  reinsurance  arrangements.   These  are 
critical  to  ensure  adequate  insurance  capacity  for  our  Nation's 
growing  economy  and  to  facilitate  the  spreading  of  property  and 
casualty  insurance  risks  within  the  United  States  and  worldwide. 
For  example,  joint  underwriting  and  pooling  arrangements  are  used 
to  cover  airport,  aviation,  and  space  risks;  large  industrial  or 
property  risks;  oil,  gas,  or  chemical  risks;  atomic  or  nuclear 
energy  risks;  inland  and  ocean  marine  risks;  natural  disasters; 
occupational  accidents  or  injuries;  risks  arising  from  the 
transportation  of  currencies,  securities  or  other  valuables; 
risks  relating  to  foreign  commercial  activities  undertaken  in 
cooperation  with  the  United  States  Export-Import  Bank;  and  war  or 
other  high  limit  risks.   In  many  states,  insurers  are  also 
required  to  participate  in  joint  underwriting  or  pooling  arrange- 
ments to  guarantee  insurance  coverage  for  high  risk  insureds  or 
activities.   Essential  property  insurance  in  urban  areas  provided 
through  Fair  Access  to  Insurance  Requirements  ("FAIR")  plans,  and 
automobile  and  worker's  compensation  assigned  risk  plans  are 
examples  of  such  mandated  pooling  arrangements. 
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Appendix  2, — Material  Submitted  for  the  Hearing  Record 

statement  of  the  american  farm  bureau  federation 

to  the  economic  and  commercial  law  subcommittee 

of  the  house  judiciary  committee 

regarding  h.r.  9,  a  bill 

to  modify  the  antitrust  exemption 

applicable  to  the  business  of  insurance 

July  29,  1993 

This  statement  Is  filed  on  behalf  of  the  American  Farm  Bureau 
Federation,  our  nation's  largest  general  farm  organization  which  represents  over  4 
million  member  families  in  all  50  states  and  Puerto  Rico. 

We  appreciate  this  opportunity  to  present  our  views  on  H.R.  9,  a  bill  to  modify 
the  antitrust  exemption  applicable  to  the  business  of  insurance. 

We  have  long  contended  that  one  of  the  strengths  of  the  Farm  Bureau  has 
been--and  is--the  grassroots  system  by  which  farmers  and  ranchers  develop  their 
points  of  view  on  many  local,  state  and  national  issues.  Their  policies  are  eventually 
compiled  in  a  set  of  resolutions  adopted  by  the  elected  voting  delegates 
of  the  member  state  Farm  Bureaus  at  our  annual  meeting. 

At  our  74th  annual  meeting  held  eariier  this  year  in  Anaheim,  California, 
the  American  Farm  Bureau  Federation  adopted  a  very  specific  resolution 
which  is  directly  applicable  and  relevant  to  H.R.  9.   It  states: 

"We  strongly  oppose  repeal  or  amendment  of  the  McCarran- 
Ferguson  Act.  We  favor  state  regulation  of  insurance  companies." 

Mr.  Chairman,  our  organization  is  primarily  an  agricultural  federation  that 
provides  a  variety  of  services  to  its  members.  In  many  cases,  these  services  include 
a  variety  of  insurance  products. 

The  various  Farm  Bureau  affiliated  insurance  companies  were  originally  started 
by  the  state  Farm  Bureau  federations  to  serve  the  insurance  needs  of  farmer 
members  who  had  difficulty  buying  insurance  because  of  the  unprotected  nature  of 
their  property.  Because  each  state  has  its  own  Farm  Bureau  organization  or 
federation,  each  federation  started  its  own  company  (or  affiliated  with  an  existing  Farm 
Bureau  insurance  company  in  a  neighboring  state).  Since  each  of  the  Farm  Bureau 
Insurance  companies  was  started  for  the  purpose  of  serving  a  particular  federation's 
members,  these  companies  sell  insurance  for  the  most  part  in  only  the  state  of  Ks 
parent  federation,  and  sell  only  to  its  parents'  members. 

Since  the  Farm  Bureau  insurance  companies  were  formed,  however,  it  is  no 
longer  difficult  for  farmers  to  purchase  insurance,  in  fact,  because  of  McCarran- 
Ferguson,  which  promotes  competition,  and  because  of  the  success  of  the  Farm 
Bureau  insurance  companies  in  serving  farmers'  insurance  needs,  there  are  now 
many  local  and  regional  insurance  companies  willing  to  sell  insurance  to  farmers. 
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Without  McCarran-Ferguson  and  the  ability  of  these  small,  local  and  regional 
companies  to  share  loss  data,  there  would  still  be  a  limited  market  for  farm  insurance, 
or  the  market  would  be  served  by  a  few  large  national  stock  insurance  companies. 
Unlike  the  limited  availability  of  insurance  for  farmers  that  caused  the  Farm  Bureau 
federations  to  start  their  own  insurance  companies,  there  is  now  unlimited  availability 
of  insurance  for  farmers  from  many  small,  local  and  regional  insurance  companies, 
including  the  Farm  Bureau  insurance  companies.  Take  away  McCarran-Ferguson 
which  promotes  competition  and  you  very  well  may  yank  the  rug  from  undemeath 
these  small,  local  and  regional  companies.  The  large  national  stock  companies  would 
then  fill  the  void  resulting  in  a  much  less  competitive  environment.   It  is  interesting  to 
note  that  currently  there  is  not  a  single  national  stock  company  with  any  substantial 
share  of  the  farm  insurance  market. 

The  legal  underpinning  for  the  sound  and  fair  delivery  of  the  entire  insurance 
industry  in  this  country  has  been  the  McCarran-Ferguson  Act  of  1 945. 
We  feel  this  statue  has  been  working  in  the  public  interest  and  should  continue  to 
work  in  the  public  interest. 

For  these  reasons,  we  respectfully  continue  to  oppose  the  enactment  of  the  bill 
H.R.  9. 


292 


AMERICAN 

BANKERS 

ASSOCIATION 


m  05)993 


1120  CotiDKtieut  Avenue,  N.W. 

WuhinstOD.  DC. 

200M 


^^ 


August  4,  1993 


DlB£CTOB  AND  COUNSEL 
OPERATIONS  AND  RETAIL 
BANKING 

Philip  Corwin 
202/663-5347 


The  Honorable  Jack  Brooks 

Chairman 

House  Judiciary  Committee 


Dear  Chairman  Brooks: 

On  behalf  of  the  American  Bankers  Association  (ABA),  I  am  pleased  to  advise 
you  that  ABA  remains  in  full  support  of  your  legislation,  H.R.  9,  the  "Insurance 
Competitive  Pricing  Act  of  1993".   The  ABA  is  the  national  trade  and  professional 
association  for  America's  commercial  banks,  from  the  smallest  to  the  largest   ABA 
members  represent  about  90  percent  of  the  industry's  total  assets.   Approximately  94 
percent  of  ABA  members  are  community  banks  with  assets  less  than  $500  million. 

Competition  remains  the  name  of  the  game  in  today's  financial  services  industry. 
American  financial  service  companies  must  be  fully  competitive  in  a  global  marketplace, 
and  American  consumers  deserve  the  benefits  of  open  competition.   The  insurance 
industry  can  no  longer  justify  its  broad  exemption  from  the  antitrust  laws  which 
constitute  the  "rules  of  the  game"  for  all  other  American  businesses.   H.R.  9  would 
ensure  that  insurers  begin  to  play  by  those  rules  by  prohibiting  the  most  signiHcant 
violations  of  antitrust  laws  now  possible  under  McCarren-Ferguson. 

Banks  and  insurers  compete  directly  in  a  growing  range  of  financial  services 
activities.   And  banks  and  insurers  are  strikingly  similar  in  their  basic  business 
functions.   In  order  to  ensure  the  competition  between  the  two  industries  is  fair,  insurers 
should  be  brought  within  the  scope  of  the  antitrust  laws  which  already  apply  to  banks, 
particularly  given  the  major  differences  in  regulatory  and  competitive  structure  between 
the  two  industries. 


No  portion  of  the  financial  services  industry  should  be  permitted  to  collectively 
determine  the  products  it  sells  and  its  prices.    Given  the  significant  questions  which 
have  been  raised  by  recent  Congressional  inquiries  into  the  adequacy  of  the  state-by- 
state  regulation  of  the  insurance  industry,  particularly  in  regard  to  ensuring  solvency, 
ABA  believes  that  it  would  be  beneficial  if  the  insurance  industry  was  subjected  to  fuller 
competitive  forces. 

The  difference  in  antitrust  treatment  between  banks  and  insurers  is  striking,  since 
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both  types  of  financial  intermediaries  perform  many  similar  business  functions.  Banks 
are  subject  to  both  the  Clayton  and  Sherman  Acts,  and  the  banking  laws  contain 
additional  rules  barring  practices  which  would  not  constitute  antitrust  violations. 
Further,  the  Justice  Department  is  involved  in  reviewing  every  bank  merger  application. 
Price  fixing  conducted  by  banks  constitutes  a  per  se  violation  of  the  Sherman  Act   And 
the  antitying  provisions  of  the  Bank  Holding  Company  Act  (BHC),  which  apply  to  all 
banks  and  bank  holding  companies,  prohibit  any  extension  of  credit  or  provision  of 
services  by  a  bank  on  condition  that  customers  obtain  additional  services.  Penalties  for 
violation  of  these  BHC  Act  provisions  include  fines,  treble  damages,  and  iig'unctive 
relief;  these  provisions  are  stricter  than  those  in  antitrust  law.   The  various  consumer 
credit  laws  also  prohibit  coercive  tying  arrangements,  and  the  banking  regulators  are 
required  to  adopt  enforcement  regulations  which  are  substantially  similar  to  those 
issued  by  the  Federal  Trade  Commission. 

To  sum  up,  both  the  regular  antitrust  laws  and  additional  bank-specific  laws 
prohibit  price  fixing,  territorial  allocation  among  competitors,  coercive  t3ring,  and 
monopolization  by  banks,  llius,  all  the  anticompetitive  practices  which  H.R.  9  would 
prohibit  for  insurers  are  already  illegal  for  the  banking  industry.   In  addition,  FTC- 
derived  rules  apply  to  many  bank  lending  activities.   If  H.R.  9  was  the  law  today, 
insurers  would  still  be  subject  to  less  rigorous  antitrust  rules  than  banks  are. 

Given  that  thousands  of  small  community  banks  throughout  the  United  States 
are  able  to  compete  and  profit  subject  to  these  rules  to  assure  competition,  ABA  believes 
that  well-managed  small  insurance  companies  would  similarly  have  no  significant 
difficultly  surviving  in  the  competitive  environment  envisioned  under  H.R.  9.   Passage  of 
H.R.  9  would  not  only  lead  to  greater  competition  within  the  insurance  industry,  but  also 
to  fairer  competition  between  the  insurance  industry  and  other  financial  services 
providers. 

In  recent  years  banks  have  expanded  their  ability  to  sell  various  types  of 
insurance  products,  despite  the  continued  hostility  of  many  elements  within  the 
insurance  industry.    Insurance  groups  opposed  to  bank  entry  into  insurance  make 
baseless  allegations  that  such  activity  will  lead  to  economic  concentration  and  coercive 
tying  activities.   But  the  banking  industry  is  already  subject  to  the  antitrust  laws  which 
prevent  such  abuses.   Ironically,  it  is  the  insurance  industry  which  does  not  want  to  be 
subject  to  these  laws  so  that  it  may  continue  to  engage  in  anticompetitive  practices 
which  are  illegal  for  all  other  American  businesses. 

ABA  believes  that  industry-specific  antitrust  exemptions  are  contrary  to  the  basic 
premises  of  the  antitrust  laws,  and  that  neither  the  public  nor  the  insurance  industry  are 
well  served  by  competitive  framework  which  tolerates  inefficiency  and  accepts  ineffective 
regulation.   We  can  understand  that  some  insurers  would  prefer  not  to  fully  compete 
among  themselves  or  to  face  new  competition  from  banks.   But  Congress'  job  is  to 
decide  what  policy  would  best  benefit  the  overall  public  interest,  not  any  particular 
private  interest. 
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The  flnancial  services  industry  contii'ues  to  undergo  rapid  evolution.   ABA 
believes  that  insuisrs,  which  have  always  been  "invisible  bankers",  and  which  today  are 
openly  providing  bank-like  products  and  services,  no  longer  can  justify  or  deserve  a 
broad  exemption  nom  the  antitrust  laws.   The  enactment  of  H.R.  9  would  greatly 
advance  the  goal  of  helping  to  assure  that  the  American  financial  services  industiy 
evolves  in  a  pro-competitive  manner. 

Again,  ABA  commends  you  and  your  Committee  for  your  continued  attention  to 
this  important  issue.   We  are  fully  supportive  of  your  efforts  to  enact  H.R.  9. 

Sincerely, 


PuIa^J.  c&. 


Philip  S.  Corwin 
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